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Fiscal Policy 
GERHARD COLM 


Wuart Is Fiscav Po.ticy? 


I, recent statements on Federal budget policies, arguments were used 
that were entirely unknown in similar debates after the end of World 
War I. With respect to postwar tax policy, for instance, we have heard 
the argument that tax rates should not be reduced so long as inflationary 
pressures still prevail. A reduction in individual income or excise taxes 
now, it is argued, would release additional money for spending and 
would aggravate the disproportion between the desire of people to buy 
and the scarcity of supplies. Contrariwise, when production in the future 
again begins to outrun effective demand, tax reductions could release 
purchasing power and thereby help maintain sales, production and 
employment. 

In a similar vein, the President, as part of his anti-inflation program, 
has recently curtailed expenditures for public works and other deferable 
expenditures of the Federal Government. All government agencies have 
been instructed to postpone the procurement of scarce materials and 
equipment, in order to give the “right of way” to private purchases.* 
By the same reasoning, one would expect government programs, such as 
road construction, river and harbor works, and the great variety of 
government procurement programs, to be resumed with increased pace 
when private activities begin to slacken. Also, the decision to pay for 
terminal leave of discharged enlisted personnel largely in bonds rather 
than in cash was dictated by the intention to add as little as possible to 
present inflationary pressures. 

These examples illustrate that public finance policies are at least to 
some degree influenced by consideration of their impact on the national 
economy. This is the fiscal policy aspect of public finance. This aspect 


GerHARD CoLm served, prior to 1933, as expert in the German Central Statistical 
Office, and as Professor of Economics at Kiel University. He is Professor of Economics 
at the New School for Social Research, New York, on leave of absence since 1939. In 
1939 he assumed the position of Fiscal Expert in the Department of Commerce, and is 
now Assistant Chief, Fiscal Division, United States Bureau of the Budget. Dr. Colm 
is the author of numerous books and articles in the field of public finance and international 
economics. 

1 Statement by the President on the Review of the 1947 Budget, Press release, August 3, 
1946, p. 3. 
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played its first role in measures adopted to combat the depression of the 
thirties. It influenced the policies of war finance and is now an important 
factor in the aftermath-of-war period. It will certainly play a role again 
when the present postwar inventory boom comes to an end. 

It is, of course, not intended to suggest that the economic impact of 
taxation, government expenditures and debt transactions had not been 
considered until the idea of fiscal policy came up about two decades ago. 
On the contrary, the effect of taxes on prices, of government expenditures 
on economic productivity, and of debt transactions on money and credit 
have been studied and debated for centuries. Equally time-honored is the 
idea that government should provide employment through work relief 
at times of unemployment, and tax relief at times of economic hardship. 

Yet there is a new, almost revolutionary element in the recent fiscal 
policy discussions. In order to explain the significance of this change a 
few remarks on the general development of economics may be helpful. 
These remarks, of course, will greatly simplify a complex development. 


LAISSEZ-FAIRE, SOCIALISM AND FISCAL PoLicy 


In the economics of the nineteenth century and the first quarter of 
the twentieth century, two main sticams of thinking can be distinguished. 
There was first the classical school of economics which believed in a basic 
and natural harmony between the factors determining supply and those 
determining demand. Purchasing power is generated by production, and 
production is guided by the anticipation of markets, that is, the use made 
of purchasing power. Thus incomes and ‘sales, purchasing power and 
productive capacity, demand and supply, are like two sides of the same 
coin. These economists, who believed in natural harmony in economic 
development, were quite embarrassed by the fact that there was so much 
instability in the world of economic reality. They had difficulty explaining 
why periodic economic depressions, with their mass unemployment and 
idle capacities, come about. These economists pointed to temporary dis- 
proportions in the price and cost structure, to errors of businessmen in 
anticipating markets, to rapid technological changes and necessary adjust- 
ments—or, when no other explanation could be found, to government 
interference—as the causes of depression. Basically, depressions did not 
fit into their system of thinking. 

Another stream of thought, which contained the Marxist economists, 
developed the theory that there is an elementary tendency of productive 
capacity to outrun active purchasing power and effective demand. In an 
unregulated economy of free or of monopolistic competition instability 
is, $0 to speak, the “natural” state of affairs. These authors believed that 
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the capitalistic system, if left to its own devices, would create periods of 
ever-increasing mass unemployment until the time a new beginning could 
be made under socialism or communism. These writers found it quite 
embarrassing that in reality there has been so much economic and social 
improvement over the decades, in spite of the actual instability of the 
system. While the classical school believed in the natural tendency towards 
permanent prosperity, this school believed in the natural tendency of the 
capitalistic system towards self-destruction. 

During the last few decades a school of thought has emerged which 
tries to combine elements of these two extremes in a new and more 
realistic approach to economics. Lord Keynes has become the best known 
exponent of this school of thought, although Pigou’s so-called “welfare 
economics” has made equally significant contributions to it. 

Keynes agreed with the pessimistic school that there is no “natural” 
harmony between the development of productive capacity and active 
purchasing power. True, the agents of production—workers, business 
managers, capitalists—derive an income equal to the value of their product. 
But the fact that incomes are equal to the value of production does not 
guarantee that all possible production will actually be bought. That de- 
pends on two factors: (1) the amount of money individuals and business 
desire to save out of their incomes and profits, and (2) the amount of 
accumulated funds or credit individuals and business intend to use for 
capital goods outlays. Expansion or contraction of the economy depends 
on the size of, and relationship between, these two factors. 

Classical economics assumed that the interest rate determines the rela- 
tionship between the desire to save and the desire to invest in such a 
manner that steady expansion is assured. Keynes questioned that the 
interest rate actually does perform this equilibrating function. Thus he 
reached the conclusion that the competitive economic system, left to its 
own devices, is basically unstable. Depending on the factual constellation 
we may experience inflationary booms or deflationary depressions. Except 
for periods of war and aftermath-of-war the latter are more likely to 
prevail under modern conditions. 

Keynes and the other adherents of this school did not infer from this 
analysis that the economic system of competitive enterprise is doomed and 
that only socialism or communism can provide salvation. They believed 
that it is the responsibility of government to influence economic conditions 
in such a way that steady expansion and full use of productive resources 
can be achieved. With the growing importance of government budgets 
in the national economy, fiscal policy has been recognized as a strategic 
weapon in this context. In devising the budget, consideration must be 
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given to the long-run requirements of the economic system. Variations 
in tax receipts, government expenditures, and debt transactions, designed 
to sterilize or create purchasing power, have also become important tools 
for carrying out a cyclical policy of economic stabilization. Fiscal policy, 
then, is not a step on the road to a regulated economy but is a means for 
making a free economy work under present day conditions. 

By developing the concept of fiscal policy against the background of 
Keynesian economic analysis I do not want to suggest that everybody 
who recognizes the significance of fiscal policy must subscribe to all details 
of the Keynesian or of any other brand of economics. The conviction 
that the modern economic system is highly unstable and that fiscal policy 
should be used as a stabilizing or compensating factor is shared by many 
economists who are critical of many details of the Keynesian analysis or 
who are critical of all economic doctrines. 


FiscAL Potticy, Its PosstBILITIESs AND LIMITS 


Saying that the affairs of public finance should be conducted with due 
consideration for their impact on the economy as a whole may sound 
almost trite. Yet this concept is still contested. There are still economists 
of the orthodox school who believe that the best government budget 
policy is a “neutral” policy, that is, a policy that neither creates nor 
sterilizes purchasing power. Harley Lutz, for instance, insists that a 
balanced budget implies only transfers of incomes “with little or no net 
effect upon the aggregate.” * This, I believe, is a fallacy. 

It cannot be assumed that, let us say, 20 billion dollars of expenditures 
add the same amount to actual purchases in the economy as will be 
prevented by the collection of 20 billion dollars in taxes. The money 
disbursed by expenditures goes into different pockets than those from 
which taxes are collected. Assume, for instance, that 5 billion dollars of 
corporate income tax revenue is used for the payment of veterans’ benefits. 
The net effect of this transaction is probably inflationary, although it in- 
volves no deficit. Contrariwise, the use of 5 billion dollars of excise 
tax revenue for payment of interest on government bonds held largely 
by financial institutions and wealthy individuals certainly would be 
deflationary. 

Actually the budget is composed of a great variety of expenditures and 
met by a great variety of taxes. It would be sheer coincidence if the 
economic effects of taxes and expenditures offset each other. A Federal 
peacetime budget of 25 billion dollars or more is so large that considera- 


2 Lutz, The Case for a Balanced Budget, Tut Tax Review, December, 1945, pp. 51-2. 
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tion of its economic impact is necessary under any circumstances. Such a 
budget, moreover, offers an opportunity to influence economic development 
in an indirect and non-regulatory manner which we must not miss if we 
desire to preserve a free economy. 

On the other hand, it is necessary to be aware of the limits of fiscal 
policy as well as its possibilities. There is, I believe, more danger that 
the concept of fiscal policy will be discredited by its over-enthusiastic 
friends than that it will be proved erroneous by its foes. There are those 
who believe that regulating the flow of incomes and expenditures by the 
creation or sterilization of purchasing power is the only, or the main, 
function of public finance. They forget that fiscal policy is but one aspect 
of public finance, that it should supplement, not supplant, the other aspects. 

Government expenditure must, first of all, procure those services to 
the community that are essential or desirable and can better be provided 
by government than by private enterprise. Taxes must, first of all, allocate 
the costs of government in a fair and economical manner. It is largely 
in the timing of expenditures, tax measures, and debt transactions that 
fiscal policy considerations become paramount. 

While fiscal policy is just one aspect of public finance, it is a very 
important tool for offsetting inflationary or deflationary trends. 

That the depression of the thirties was not overcome by measures of 
fiscal policy alone can be explained at least partly by the fact that fiscal 
policies were used only hesitatingly and by no means consistently. There- 
fore, the partial success may prove more than the partial failure in that 
period. 

Also, wartime inflation was not fully prevented by fiscal measures, 
but here again fiscal measures, such as compulsory savings, were not used 
to the full extent advocated by many experts. However, I am convinced 
that taxation sufficient to prevent inflation of purchasing power during 
the war would have been so drastic that it would have impaired the war 
effort by curtailing the incentive to produce. Fiscal policy during the 
war had to be supplemented by a number of other measures, such as price, 
wage, and credit controls, in order to accomplish the objective of stabili- 
zation. On the other hand, these direct controls became more effective 
because of the anti-inflationary tax and loan policies. 

In a similar way, to combat future depressions we must be prepared 
to use a variety of measures in addition to fiscal policy. Fiscal policy can 
be made the core of a successful policy of economic expansion and 
stabilization. It is, however, no panacea. 
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The Treasury Legislates: The Distortion 
of the Clifford Rule 


EDMUND W. PAVENSTEDT 


te recent Treasury Regulations,* which purport to embody the rule 
of the Clifford case,’ present a novel and rather disturbing departure from 
the basic rule that statutes are to be enacted by the Congress, interpreted 
by the Courts and enforced by the Executive. It is, of course, true that 
Congress may delegate to an Executive Department certain rulemaking 
powers. But it is an unhappy innovation for such a Department by way of 
regulations to impose upon citizens provisions which Congress has re- 
peatedly refused to enact or which stretch a principle derived from a 
Supreme Court decision to an extent which has been rejected by various 
Circuit Courts of Appeals and many lower Federal courts. Yet, as shown 
in detail hereinafter, this is just what the Treasury did when on December 
29, 1945 it promulgated Treasury Decision 5488 adding two new sub- 
sections * to the Treasury Regulation which deals with Section 22(a) of 
the Internal Revenue Code. 

The drive to substitute the Treasury for the courts as the interpreter 
of tax legislation has found outspoken support in certain Treasury 
circles.* Reliance for such action specifically with respect to the Clifford 
rule is placed on a rather dubious interpretation of certain dicta of the 
Supreme Court.’ Even if it be assumed, however, that the Supreme 


Epmunp W. PAvENSTEDT is a member of the District of Columbia and New York Bars, 
formerly Special Assistant to the Attorney General, Tax Division, Department of Justice. 

1 Secs. 29.22(a)-21 and 29.22(a)-22 added to Sec. 29.22(a) of Reg. 111 by T.D. 5488, 
promulgated December 29, 1945. 

2 Helvering v. Clifford, 309 U.S. 331 (1940). 

8 Supra note 1. 

4 Eisenstein, Some Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. 
Rev. 477; De Wind, Trends Toward Clarity in the Clifford Case Problem (1946) Pro- 
CEEDINGS OF N.Y.U. Fourth ANNUAL INSTITUTE ON FEDERAL TAXATION, p. 831, 845. 

5 Mr. Justice Douglas in the Clifford case mentioned the absence of regulations with 
respect to 1934, the taxable year there involved, but noted that such regulations had been 
supplied in 1936 when Art. 166-1(b) of Reg. 86 was amended by T.D. 4629 (XV-1 Cum. 
Butt. 140). Absence of statute or treasury regulation with respect to assignments of 
income was noted in Harrison v. Schaffner, 312 U.S. 579, 583-584 (1941). However, in 
the most recent case touching upon this subject the Court said, “In the absence of a 
legislative rule, we have left to the process of repeated adjudications” the task of drawing 
“the line between gifts of income producing property and gifts of income from property 
of which the donor remains the owner for all substantial and practical purposes.” Helver- 
ing v. Stuart, 317 U.S. 154, 167 (1942) (italics supplied). 
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Court did invite the Treasury to promulgate regulations to resolve the 
difficulty of distinguishing between gifts of income-producing property 
and gifts of income from property of which the donor remains the owner, 
such an invitation ought not to have been construed as calling for the 
promulgation of regulations which override the will of Congress and 
many lower court decisions which the Government did not seek to carry 
to the Supreme Court. Not even the Supreme Court has power to transfer 
the legislative power from the Congress to the Treasury. It is not reason- 
able to suppose that it sought to do so. The Treasury, it is submitted, 
may be justly censured for thus interpreting whatever “invitation” can 
be gleaned from the opinions thought to convey it. 

Adverse criticism of the new regulations need not, however, rest solely 
on the ground that they represent action ultra vires. Their professed 
purpose is to do away with the “uncertainty and confusion” which has 
resulted from the application of the Clifford rule “to varying and diversi- 
fied factual situations.” ° With such a purpose there can be no quarrel. 
But unfortunately, as demonstrated below, it seems quite certain that the 
new regulations, because they contain ambiguities and are in conflict with 
accepted legal principles, will create additional uncertainty and confusion. 
This new uncertainty and confusion, coupled with the probability that the 
courts will be unwilling to abdicate their function—the Tax Court has 
already refused to follow the new regulations where they sought to over- 
ride that Court’s previous line of decision ‘—will increase, rather than 
diminish, litigation involving the Clifford principle. Meanwhile, grantors, 
beneficiaries and trustees of existing trusts will be faced with a host of 
perplexing problems * which the latter will in many instances be forced 
to resolve at their peril.’ The Treasury, it is submitted, may justly be 





6 Sec. 29.22(a)-21, paragraph (a) Introduction. 

7 Estate of Louis Stockstrom, 7 T.C. No. 32 (June 27, 1946). 

8 The impact of the new regulations is particularly onerous in the case of a corporate 
trustee who has been appointed to act for perhaps thousands of trusts. Not only will such 
a trustee be obliged to review all of its irrevocable inter vivos trusts, but also all of its 
testamentary trusts to ascertain whether a person other than the grantor has the powers 
prescribed by Sec. 29.22(a)-22. This section decrees trust income taxable to a person 
other than the grantor if such person has the power to vest the corpus or income of the 
trust in himself, or has partially released or modified such a power so as to have re- 
linquished the power to vest but has retained such control of the trust as would subject a 
grantor to tax under the preceding section of the new regulations. 

® To give only one example, assume an irrevocable long term trust with no reversion 
but retention of investment control by the grantor. In such a case a trustee would not 
be safe in continuing to report ordinary income distributable to the actual recipient and 
capital gains taxable to the trust, because under the new regulations there is a presumption 
that the retained power is exercisable in a nonfiduciary capacity. Even if the grantor has 
never exercised such a power, there is the possibility that in some later year he might 
exercise it in such a manner as to give rise to a claim by the Treasury that it had been 
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criticized for contributing new sources of confusion and doubt which 
will increase the volume of Clifford litigation. 

The new regulations *° state that they define and specify “those factors 
which demonstrate the retention by the grantor of such complete control 
of the trust that he is taxable on the income therefrom” ™ under the 
Clifford doctrine. 

That case held that control over investment is all-important where there 
is merely a temporary reallocation of income within an intimate family 
group, Mr. Justice Douglas saying : 


Thus, where, as in this case, the benefits directly or indirectly retained blend 
so imperceptibly with the normal concepts of full ownership, we cannot say 
that the triers of fact committed reversible error when they found that the 
husband was the owner of the corpus for the purposes of section 22(a).... 

The bundle of rights which he retained was so substantial that respondent 
cannot be heard to complain that he is the ‘victim of despotic power when for 
the purpose of taxation he is treated as the owner altogether.’ ** 


The new regulations, however, do not properly reflect the philosophy 
of the Clifford case. It cannot be seriously asserted that in the following 
situations “the benefits directly or indirectly retained blend so imper- 
ceptibly with the normal concepts of full ownership ” ** that the grantor 
can reasonably be regarded as the owner of the corpus during the trust 
term: 

1. A ten year trust for the benefit of a charity, with an independent 
trustee and reversion of the corpus to the grantor, no control of any kind 
being retained.”* 

2. A trust with an independent trustee, again without retention of any 
control, for the benefit of an aged dependent or family pensioner, whose 
life expectancy is less than ten years, with income for life to the grantor 
if he survives the primary life tenant, and on the death of the survivor 
payment over of the corpus to charity.**° 


“exercisable” from the beginning for his own benefit rather than in a fiduciary capacity. 
If, after time-consuming litigation, the Treasury’s position were sustained, then a number 
of years beginning on or after January 1, 1946, would very likely be outlawed by the 
statute of limitations. Consequently, the trustee would be subject to surcharge by a re- 
mainderman on the ground of having disregarded an explicit Treasury regulation. Further- 
more, such a trustee might be subject to the 5% penalty imposed by I.R.C. §293(a) for 
“intentional disregard of rules and regulations but without intent to defraud.” 

10 In general the term “the new regulations” as used hereinafter means Sec. 29.22(a)-21 
as added to Reg. 111 by T.D. 5488. 

11 Subsection (a). 

12 Supra note 2, at 336. 

18 [bid. 

14 See subsection (c) (1) of the new regulations. 

15 [bid. 
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3. A similar trust except that the life expectancy of the primary life 
tenant is less than 15 years and the grantor is co-trustee with an 
independent corporate trustee.’® 

4. A long term trust with no reversion where the sole power reserved 
by the grantor is the right to direct investments.” 

5. A similar trust where the grantor as trustee has reserved the power 
to increase to 50% in any one year the income payable to one of the three 
beneficiaries, who would normally receive it share and share alike, if in 
that particular year the needs of such beneficiary, due to illness or poor 
financial circumstances, are proportionately greater than those of the 
other beneficiaries.** 

Examples such as these could be multiplied almost ad infinitum. They 
demonstrate what is perhaps the most striking feature of the new regu- 
lations, namely, that instead of following the admonition of the Clifford 
case that “no one fact is normally decisive,” they single out one factor 
after another and assert that each factor standing by itself suffices to 
make the grantor taxable. 

The intimate family relationship factor, however, which is one of the 
three bases on which the Clifford decision rests, is almost completely lost 
sight of by the new regulations. Nowhere, in so far as the identity of 
beneficiaries is concerned, is there any reference to the “reallocation of 
income within an intimate family group’ or any indication of the 
necessity of the presence of that “family flavor’’ without which, according 
to the Second and Third Circuits and the Tax Court, the rule of the 
Clifford case does not come into play.” 


16 Jd. subsection (c)(2). By virtue of his co-trusteeship the grantor would normally 
have at least a veto power over proposed investments or reinvestments and the power to 
veto the voting of stock or other securities held in the trust. 

17 In connection with such a trust the Board in Emma B. Maloy, 45 B.T.A. 1104 (1941), 
without discussing whether the power was held in a fiduciary or beneficial capacity, said: 
“This one power to direct investments which petitioner retained constituted no such 
‘bundle of rights’ as the Court in the Clifford case held to be a substantial retention of the 
benefits of ownership.” Yet under subsection (e) of the new regulations there is a 
presumption that retention of this one power renders the income taxable to the grantor. 

18 See subsection (d) (5). 

19 Comm’r v. Chamberlain, 121 F. (2d) 765 (C.C.A. 2d, 1941) ; Kraft v. Comm’r, 111 F. 
(2d) 370 (C.C.A. 3d, 1940), cert. denied 311 U. S. 671 (1940); James Irvine, 46 B.T.A. 
246 (1942). See, also, Belknap v. Glenn, 55 F. Supp. 631, 634 (D.C., W.D. Ky., 1944). 
In Howard Phipps, 47 B.T.A. 357, 364 (1942), rev’d, 137 F. (2d) 141 (C.C.A. 2d, 1943) 
(holding the grantor not taxable), Judge Opper said: 

“It has been said that the Clifford principle rests upon the triangular base: Control 
over the corpus by the grantor, intimate family relationship with the beneficiaries, and 
the short term of the trust. But the clarification contributed in a number of subsequent 
decisions makes it evident that the last of the three considerations is in fact nothing but a 
factor supplemental to the other two.” (italics supplied). 

On the other hand, certain dicta of the Supreme Court in the Harrison and Fuller cases 
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Since it is obvious that the new regulations by their reliance, generally 
speaking, on isolated factors go far beyond the Clifford case itself, can 
the Treasury plead that justification for such enlargement is found in the 
evolution of the rule in the lower courts? A study of post-Clifford deci- 
sions strongly indicates that the answer to this question must be negative. 
Detailed consideration of the three principal subdivisions of the regula- 
tions, which deal with (1) reversions after what is styled “a relatively 
short term,” (2) the power in a grantor or other nonadversely interested 
party to shift the enjoyment of corpus or income, and (3) reserved 
powers of administrative control exercisable primarily for the benefit of 
the grantor, is required to support this assertion. 


SHORT TERM TRUSTS 


The new regulations by subsection (c) decree the income of any trust 
taxable to the grantor if, regardless of any other factor, he has a rever- 
sionary interest in its corpus or income “which will or may reasonably 
be expected to take effect in possession or enjoyment” within ten years of 
the date of the transfer.*° Similarly, if corpus or income of a trust, other 
than a strictly charitable trust, will or may reasonably be expected to 
revert to the grantor within fifteen years from the date of the transfer, 
then the grantor is taxable on the income if any one or more of the 
following powers of administration over trust corpus or income are 
exercisable, even as trustee, solely by the grantor, or spouse living with 
the grantor, or both: * 

(a) to vote or direct the voting of stock or other securities ; 

(b) to control the investments of trust funds either directly or by 

veto; or 

(c) to reacquire corpus by substituting other property, even of an 

equivalent value.” 

A survey of the decided cases in the opinion of the writer discloses no 
authority in support of either the ten or the fifteen year rule. The 


may be interpreted as negativing the importance of the familial relationship. See the 
author’s The Broadened Scope of Section 22(a): The Evolution of the Clifford Doctrine. 
(1941) 51 Yare L.J. 213, 230. The lower courts, however, have not dispensed with con- 
sideration of this factor, even in cases involving trusts of quite short terms. See, e.g., 
McKnight v. Comm’r, 123 F. (2d) 171 (C.C.A. 2d, 1941) ; Comm’r v. Wilson, 125 F, (2d) 
307 (C.C.A. 7th, 1942). It may also be noted that at its last term the Supreme Court in 
Comm’r v. Tower, 66 S. Ct. 532 (1946), a decision refusing to recognize a family partner- 
ship for income tax purposes, said that in the Clifford case it had “held that the purpose of 
Section 22(a) to tax all income against the person who controlled its distribution could 
not be frustrated by family group arrangements.” (italics supplied). 

20 Subsection (c) (1). 

21 Subsection (c) (2). 

221t may be noted that similar powers of administrative control appear in subsection 
(e) (4) dealing with trusts of any duration. 
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Treasury’s contrary point of view was set forth in an article quite ap- 
parently written in anticipation of the promulgation of T.D. 5488 ** as 
follows : ** 


So far as the definition of ‘short term’ is concerned, the Tax Court has 
classified 10 years as a short term (Sterling Morton, 45 B.T.A. 771). How- 
ever, in other decisions longer terms have been regarded as influential factors 
in taxing a grantor. Assuming the selection of the short term as the definitive 
independent factor, either by judicial or administrative action, it would seem 
not unreasonable or unlikely that it might cover terms of from 10 to 15 years. 
A term as long as 15 years might weil be deemed a ‘short term’ if it were 
combined with some additional factor, such as any important administrative 
power in the grantor or some subservient individual (see Hyman v. Nunan, 
143 Fed. 2nd 425 (C.C.A. 2, 1944). 

An examination of Sterling Morton * exhibits the manifest unfairness 
of the statement that “so far as the definition of ‘short term’ is concerned, 
the Tax Court has classified 10 years as a short term.” 

In that case the trust had a maximum limit of ten years but could be 
terminated earlier either by the joint action of the grantor and his wife 
or by the latter’s death. The wife was the income beneficiary. The 
grantor reserved complete investment control and the further unusual 
power to direct the trustee to make payments from corpus on loans against 
insurance policies belonging to the trust. The Board pointed out that the 
grantor could have transferred insurance policies to the trust, after first 
obtaining loans against them, and then could have required the trustee 
to apply trust corpus in the payment of such loans. The trustee was given 
power, without liability for loss, to lend money with or without security 
to the grantor’s estate, to purchase property of any character from such 
estate, and to retain that property for so long as the trustee deemed it 
advisable, regardless of whether or not it was a legal investment. 

The Board of Tax Appeals in its opinion discussed first the family 
group, then at length the “substantially complete control” retained by 
the grantor, and finally, briefly, the term of the trust. It based its deci- 
sion, expressly, on all three elements thus evaluating their cumulative 
effect just as did the Supreme Court in the Clifford case. Again it should 
be emphasized that the trust was for a maximum limit of 10 years, but 
could have been terminated at any time by joint action of grantor and 
his wife. 


23 De Wind, op. cit. supra note 4. The article was the basis of a lecture delivered before 
the Institute in November 1945, shortly before the promulgation of the Treasury Decision 
on December 29, 1945. Mr. De Wind is Assistant Tax Legislative Counsel of the Treasury. 

24 Jd. at 840-841. 

25 45 B.T.A. 771 (1941). 
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To cite this case for the proposition that “the Tax Court has classified 
10 years as a short term” is misleading. The same must be said of the 
reference to Hyman v. Nunan which deals, as even the headnote recites, 
with a 12 and not with a 15 year trust, and in which trust income was 
held taxable to the grantor not because she reserved “any important ad- 
ministrative power” but because she reserved the power to substitute any 
beneficiary other than herself. 

The Circuit Court of Appeals for the Second Circuit obviously did not 
consider the 12 year length of the trust as the important element in the 
case. Judge Learned Hand stated that “in the case of a family trust— 
at least if it has no longer span than this (12 years)—the possession of 
such a power (by the grantor to substitute any other beneficiary than 
herself) is conclusive” ** in determining that the income from the trust 
was to be taxed to the grantor. It is not disputed that the almost un- 
limited power to determine and control beneficial enjoyment retained by 
Mrs. Hyman justified taxing the income of the trust to her, but to 
extend such a conclusion to “any important administrative power”—even 
if exercised in a fiduciary capacity—is an unwarranted extension of the 
holding in the case. 

The most specific discussion of the short term factor is found in a 
group of decisions by the Circuit Court of Appeals for the Second 
Circuit. In Commissioner v. Barbour,” the Second Circuit concluded that 
a term of 6 years and 16 days was “close enough to the five years of 
Helvering v. Clifford to bring the present case within its intention” ; ** 
as was the 6 years, 6 months and 15 days in Helvering v. Elias.*® In 
Commissioner v. Jonas,*° however, the Court balked at declaring a ten- 
year trust taxable to the grantor, saying: 


We are referred to no decision taxing a settlor of a trust as the owner of 
the income where the allocation of the income to the trust beneficiaries has 
been for a period as long as ten years, where neither the settlor nor any 
member of his family has been a trustee, and where no management of or 
control over the investments or over the conversion of the principal has been 
vested in the settlor or any member of his family.** (Italics supplied.) 


And in Frank E. Wolcott ** the Board of Tax Appeals, in regard to 
four trusts, the one of shortest duration being for nine years with rever- 


26 143 F. (2d) 425, 428 (C.C.A. 2d, 1944). 

27122 F. (2d) 165 (C.C.A. 2d, 1941). 

28 Jd. at 166. 

29122 F. (2d) 171 (C.CA. 2d, 1941), cert. denied 314 U.S. 692 (1941). 
80122 F, (2d) 169 (C.C.A. 2d, 1941). 

81 Jd. at 170. 

82 42 B.T.A. 1151 (1940). 
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sion in the grantor, found the grantor not liable for tax on the income of 
the trust. The Board stated in its opinion: 


The situation as disclosed in no wise resembles that present in Helvering v. 
Clifford, 309 U.S. 331. Here the trusts are for long terms.** (Italics supplied.) 


It must be emphasized that in the Barbour, Elias and Jonas cases the 
court had under consideration family trusts and strongly indicated that 
it would hold the income of such trusts, having a term of more than 
seven years, taxable to the settlor only if he had appointed a complaisant 
trustee such as a close relative or employee, and in addition had reserved 
sufficient control. 

Certainly the new regulations sweeping into the Clifford basket every 
ten-year reversionary trust run contrary to numerous decisions, such as 
Central National Bank of Cleveland v. Commissioner ** (7-year trust for 
adult children terminable in 314 years if settlor lived) ; Commissioner v. 
Chamberlain *° (4-year educational purpose trust) ; Helvering v. Bok * 
(3-year trust for a charitable corporation and certain individuals) ; and 
United States v. Pierce *" (public charity trust with a term of nearly ten 
years ).** 

In the Central National Bank case the Sixth Circuit, which adverted to 
the “absence of a legislative rule” *° stated: 


No case has been brought to our attention which expressly holds that a 
short term of itself requires taxation of income to the donor. 


In the Pierce case the Eighth Circuit said: 


The term of the trust was not so short, taken alone or in connection with 
other circumstances in the case, as to compel the inference that the settlor 
had not parted with the beneficial ownership of the trust principal.* 


In the Bok case the Third Circuit observed : 


The case for the Commissioner, as the Board in its opinion points out, 
really comes down to the contention that the income of every short term trust 
shall be taxed to the settlor of the trust. To hold the income of this trust 


88 Jd, at 1158. The grantor had reserved the right to disapprove suggested investments, 
which the Board stated was “a very reasonable reservation in view of the wide latitude 
given the trustee in their selection.” (p. 1159). 

84141 F, (2d) 352 (C.C.A, 6th, 1944). 

85121 F. (2d) 765 (C.C.A. 2d, 1941). 

86 132 F. (2d) 365 (C.C.A. 3d, 1942). 

87 137 F. (2d) 428 (C.C.A. 8th, 1943). 

88 See, however, United States v. Anderson, 132 F. (2d) 98 (C.C.A. 6th, 1942), cert. 
denied 318 U.S. 79 (1943) (54 year charitable trust, settlor retained broad manage- 
ment powers and night to remove trustee). 

389 Supra note 34 at 355. 
40 Supra note 37 at 432. 
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taxable to the settlor under the circumstances present would go far beyond 
Helvering v. Clifford . . . and the cases which have followed it. In the 
absence of legislation making such an extension we are not justified in going 
that far.** (Italics supplied.) 

The Treasury evidently does not see fit to impose a similar moderation 
on the exercise of the quasi-legislative powers which it has arrogated to 
itself. The sweeping exclusion in the new regulations of all factors other 
than a given number of years (ten) is an arbitrary flouting of the very 
principle of the Clifford case which they purport to follow. 

Certain trusts created from wholly admirable motives of filial affection 
may well fall foul of this new rigid ten-year rule. Two actual examples 
will suffice as illustrations. 

In Mary W. Pingree * the taxpayer was unmarried and living with her 
mother when in 1922 she attained her majority and came into a large 
fortune. She had much more wealth and income than her mother and 
desired to share some of the income with the latter. She therefore created 
a trust, reserving no control, for the life of her mother after which the 
corpus was to revert. The Commissioner sought, on the “short term” 
trust theory, to tax the trust income for 1936 to the daughter, pointing to 
the advanced age of the life beneficiary in 1941, the year in which the case 
came up before the Board of Tax Appeals. This contention was met by 
the Board with the following words: 


Although she was 78 in 1936 and 83 in 1941, she was but 64 in 1922, when 

the trust was created to benefit her for life. 
Surely, the Commissioner’s contention would have been similarly rejected 
if the mother had been 67 years old in 1922. Yet in that case, the trust 
would have fallen within the ten-year rule because the mother’s life 
expectancy would then have been less than ten years.“ 

In another situation which has come to the writer’s attention, a deceased 
husband left his residuary estate in trust for his widow for life or until 
she should remarry, the corpus to go to their daughter. When the widow 
remarried at a rather advanced age, the daughter felt it unfair to deprive 
her mother of this income and placed the securities into another trust for 
her mother’s life, appointing a corporate trustee and reserving no control 
whatsoever. Under the new regulations the income of this trust will also 
be taxable to the grantor under the absurd theory that she has “retained 
control of the trust so complete that she is still in practical effect the owner 


41 Supra note 36 at 367. 
4245 B.T.A. 32 (1941). 
43 Actuaries’ Combined Experience Table of Mortality. 
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of its income.” “* It cannot be contended that the daughter in this case 
felt herself no poorer after the trust had been executed, which was a test 
laid down in the Clifford decision. 

Since the fifteen-year maximum is a new test devised by the Treasury, 
a term of such length is not discussed in the decisions. It seems reason- 
able, however, to assume that the courts would not have applied this 
fifteen-year rule in the case of Jessie W. Donahue.** There, Mrs. Donahue, 
after her husband’s death, established trusts with a bank as trustee, 
reserving to herself investment control, for the benefit of certain brothers 
and sisters of her deceased husband who had never been members of her 
household, but whom her husband had assisted financially. Upon the 
death of each beneficiary the corpus attributable to him or her was to 
revert to Mrs. Donahue. It is not unlikely that one or all of the bene- 
ficiaries were 58 years old when the trusts were established and thus had 
life expectancies of less than 15 years.** However, the grantor was held 
not to be taxable on the income of the trust. 

Again it is submitted that this new regulation has no firm statutory or 
judicial basis, and violates the Supreme Court’s admonition that under 
current legislation all the facts must be inquired into in determining 
taxability of the grantor. 

In determining whether there is a reversionary interest “after a rela- 
tively short term” subsection (c) of the new regulations includes rever- 
sionary interests which “may reasonably be expected to take effect in 
possession or enjoyment” within 10 or 15 years, as the case may be. One 
of the examples of such a reversionary interest given in the regulations 
is where 


The corpus is to return to him (the grantor) or his estate on the death of a 
person whose life expectancy is six years at the date of the transfer in trust. 


Is it reasonable to assume that the courts will agree to accept such 
tables of life expectancies as the Commissioner has seen fit to adopt? It 
seems not unlikely that more modern and more specialized tables, for ex- 
ample, such as show peculiar longevity in the case of certain professions, 
will be accepted if the taxpayer can demonstrate that under the circum- 
stances they present a more nearly accurate approximation of the par- 
ticular life expectancy under consideration. Furthermore, in a given 
case the court may agree with the taxpayer that no set of tables but the 
circumstances of the individual case should control. The Tax Court so 
held very recently in an estate tax case involving the valuation of annuity 





44 See Reg. 111, Sec. 29.22(a)-21, subsection (a). 
45 44 B.T.A. 329 (1941), aff'd 128 F. (2d) 739 (C.C.A. 2d, 1942). 
46 See table referred to supra note 43. 
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contracts purchased by the decedent.*’ The Commissioner had used 
standard tables under which the annuitant had a life expectancy of 16 
years; as a matter of fact, she was suffering from an incurable cancer 
and fated to die within a year or two. In rejecting the valuation based 
on a 16-year expectancy which was contended for by the Commissioner, 
the court said: 


The question narrows to this—must the life expectancy as shown by 
standard expectancy tables for a female of the age of this annuitant be used 
in valuing these contracts, or may the fact that her actual life expectancy was 
much less be considered ? No cases directly in point have come to our attention. 
The use of such tables is proper in many cases (see Simpson v. United States, 
252 U.S. 547; Ithaca Trust Co. v. United States, 279 U.S. 151) and simplifies 
administration of the revenue laws. Their use is prescribed in the Commis- 
sioner’s regulations. However, such tables are only evidentiary and they 
need not be controlling. Cf. Vicksburg and Meridian R. R. Co. v. Putnam, 
118 U.S. 545; United States v. Provident Trust Co., 291 U.S. 272. 

The question is—what was the value of these particular contracts on July 
24, 1943? Section 811, Internal Revenue Code. All facts material thereto 
may, indeed must, be considered. Here the evidence clearly establishes that 
Helen’s life expectancy on July 24, 1943 was less than one-half that shown 
by the standard tables for a person her age. It was not even one-fourth. She 
was doomed to die within a year or so. She lived only one and one-half years 
from that date. This later fact serves only to corroborate the opinion of 
her doctor as of July 24, 1943, that she could not possibly live more than one 
or tro years. Cf. Ithaca Trust Co. v. United States, supra. 


It seems quite clear that the question of the proper computation of a 
life expectancy cannot be regarded as settled. The regulations by injecting 
this factor into the short term trust criterion are supplying a new basis 
for future litigation, rather than one of the “precise guides supplied by 
an appropriate regulation” which they purport to furnish. 


PoweErR TO CoNTROL BENEFICIAL ENJOYMENT OF Corpus oR INCOME 


Under Subsection (d) of the new regulations the income of a trust is 
taxable to the grantor, “whatever the duration of the trust” and regard- 
less of the identity of the beneficiaries, if he in any capacity, or any 
other person not having a substantial adverse interest, has power to alter 
the beneficial enjoyment of the corpus or income. It is, no doubt, true 
that such a power in the grantor is treated as a very important factor in 
many decisions which have held the grantor taxable.** Yet a careful 
reading of such decisions discloses that in all of them the grantor, either 
in his individual capacity or as trustee, retained other broad powers 


47 Estate of John H. Denbigh, 7 T.C. No. 47 (1946). 
48 Comm’r v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1941) ; Brown v. Comm’r, 131 F. (2d) 
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which were also fully considered by the courts in reaching their con- 
clusions. And, indeed, one Circuit Court of Appeals has recently held 
that reservation by a grantor, who was not a trustee, of the sole power 
to change the distribution of income or corpus among the beneficiaries 
named in the trust instrument was not enough, in the absence of any 
other power of management or control, to render him taxable. This is 
a striking commentary on the erroneous “single factor” philosophy under- 
lying the new regulations, which embody a distortion, perhaps even a 
negation, of the philosophy of the Clifford case. 

Subsection (d) seems to go even farther astray when it decrees taxa- 
tion of trust income to the grantor because someone else, not adversely 
interested, has control of the beneficial enjoyment of corpus or income. 
No doubt this provision was inserted to close a loophole. But it is hardly 
consonant with the teaching of the Horst case that “the power to dispose 
of income is the equivalent of ownership of it.” °° 

The sweeping provisions of subsection (d) are made subject to 
five exceptions. All of these exceptions, however, are limited so stringently 
that they are ineffective to save the grantor from taxation in the very 
situations where the courts have seen fit to do so. Here again the new 
regulations may well be characterized as administrative legislation, for 
they certainly interpret no existing law. 

The First Excepted Power: Testamentary Power. For example, the 
first excepted power is one exercisable only by will, other than a power 
in the grantor to appoint income which is or may be accumulated for such 
disposition. The First Circuit, however, in. Commissioner v. Bateman ™ 
held that the mere reservation of a power to appoint by will corpus and 
certain accumulated income, did not render the grantor taxable on that 


640 (C.C.A. 3d, 1942), cert. denied 318 U.S. 767 (1943); Foerderer v. Comm’r, 141 F. 
(2d) 53 (C.C.A. 3d, 1944); George v. Comm’r, 143 F. (2d) 837 (C.C.A. 8th, 1944) 
cert. denied 323 U.S. 778 (1944) ; Miller v. Comm’r 147 F. (2d) 189 (C.C.A. 6th, 1945) ; 
Stockstrom v. Comm’r, 148 F. (2d) 491 (C.C.A. 8th, 1945), cert. denied 66 S. Ct. 23 
(1945) ; Edison v. Comm’r, 148 F. (2d) 810 (C.C.A. 8th, 1945) ; Ben F. Hopkins, 5 T.C. 
803 (1945). 

49 Hawkins v. Comm’r, 152 F. (2d) 211 (C.C.A. 5th, 1945); although one judge dis- 
sented, the Government did not apply for certiorari. 

50 Helvering v. Horst, 311 U.S. 112, 118 (1940). 

51127 F. (2d) 266 (C.C.A. Ist, 1942), affirming 43 B.T.A. 69 (1940). It is recognized 
that cases to the contrary—Reginald B. Parsons, 44 B.T.A. 1142 (1941), and Stanley J. 
Klein, 4 T.C. 1195 (1945), aff'd 154 F. (2d) 58 (C.C.A. 3d, 1946)—reach a proper con- 
clusion on the basis of their particular facts. But as has been stressed throughout this 
article, in the absence of legislation, under the Clifford rule taxation of the grantor “must 
depend on an analysis of the terms of the trust and all the circumstances attendant on its 
creation and operation . . . no one fact is normally decisive . . . all considerations and 
circumstances . . . are relevant to the question of ownership.” . . . Helvering v. Clifford, 
YO U.S. 331, 335, 336 (1940). 
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part of the income which, pursuant to the trust instrument, was annually 
added to the corpus. 

The Second Excepted Power: Charitable Trusts. The second excepted 
power is the power to determine the disposition of corpus or income in 
the case of a strictly charitable, educational, etc., trust, i.e., one in 
which “corpus or income, as the case may be, is irrevocably payable for 
the purpose and in the manner specified in section 23(0).” This limitation 
calls for a decision contrary to that rendered in the taxpayer’s favor in 
Helvering v. Bok,” for there the trustees had discretion to distribute the 
income among a charitable corporation and certain individuals to whom 
the grantor owed no duty of support. 

The Third Excepted Power: Accumulation of Income. The third ex- 
cepted power is again so narrowly limited as not to encompass certain 
factual situations which the courts have decided ought not to result in 
taxation of income to the grantor. It reads: 


(3) a power which merely enables the grantor or another person to dis- 
tribute or apply income to or for a current income beneficiary or to accumulate 
such income for him, provided that any accumulated income must ultimately 
be payable to the beneficiary from whom distribution or application is with- 
held, or, if payable upon the complete termination of the trust or in con- 
junction with a distribution of corpus which distribution is augmented by 
such accumulated income, is ultimately payable to the current income bene- 
ficiaries in shares which have been irrevocably specified in the trust instrument. 
Accumulated income shall be considered so payable although it is provided 
that if any beneficiary does not survive the date of distribution, the share of 
such deceased beneficiary is to be paid to a designated alternate taker, other 
than the grantor or his estate, if such date may reasonably be expected to 
occur within the beneficiary’s lifetime, and if the share of such alternate 
taker has been irrevocably specified in the trust instrument... . 


The Supreme Court in Helvering v. Stuart ** expressed an opinion 
which is directly contrary to the limitation in the above third exception. 
In that case there were two sets of trusts, the John Stuart trusts and the 
R. Douglas Stuart trusts. John Stuart created three separate trusts for 
the benefit of each of his three adult children, and directed the trustees for 
fifteen years to “pay over and distribute, in reasonable instalments,” to 
the beneficiary of each trust so much of the net income “as they in their 
sole discretion shall deem advisable, the undistributed portion of such 
income to be added to and become a part of the principal of the Trust 
Fund.” After the fifteen years the entire net income was to be paid to the 
beneficiary for and during his or her life. Each trust further provided that 


52132 F. (2d) 365 (C.C.A. 3d, 1942). 
58 317 U.S. 154 (1942). 
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on the death of the beneficiary the principal (including accumulated in- 
come) should be paid to the issue of such beneficiary, and in default of 
such issue to the issue of the donor, and in default of either to certain 
charitable or educational institutions. Thus in no case could a primary 
life beneficiary under a John Stuart trust ever receive the accumulated 
income withheld from him by the trustee and added to principal. Although 
the Supreme Court held that the income of such trusts was not taxable to 
the grantor the situation falls outside of the third exception. That the 
Supreme Court considered the question is shown by its discussion of the 
Commissioner’s contention that the trustee’s power to accumulate was 
sufficient to require the income of the trust to be taxed to the grantor. 
Mr. Justice Reed said at page 168: 


Undistributed portions of the income were to be added to the corpus. 
Plainly, these distributions or accumulations were to be used for the economic 
advantage of the children of the settlors and to the amount of these distribu- 
tions and accumulations would satisfy the normal desire of a parent to make 
gifts to his children. Is this alone sufficient to make the income of the trusts 
taxable to the settlors? 

Disregarding for the moment the minority of some of the beneficiaries, we 
think not. So broad a basis would tax to a father the income of a simple 
trust with a disinterested trustee for the benefit of his adult child. No act of 
Congress manifests such an intention. . . .™ 


In Robert S. Bradley ** the grantor created trusts for each of his three 
daughters which were to terminate 21 years after the death of the last 
survivor. The trustees were the grantor’s lawyer, broker and secretary. 
Income was payable to each of the daughters for life and then to her 
issue, but the trustees in their discretion could accumulate all or any part 
of the income and add it to principal. On the termination of the trust the 
principal and any accumulated income was payable to the persons then 
entitled to income. The opinion, which was favorable to the grantor, in- 
dicates that with respect to Section 22(a) the Commissioner bottomed his 
argument solely upon the alleged amenability of the trustees and did not 
rely on the provision permitting discretionary accumulation of income. 
Yet the new regulations impose the tax on the grantor in such a case 
since any income accumulated by the trustees in their discretion during 
the life of one of the primary beneficiaries would go to “a designated 
alternate taker’’ but not on a date of distribution which “may reasonably 
be expected to occur within the beneficiary’s lifetime.” 


54 There are some lower court cases which appear to be contrary, but a close examina- 
tion of them will reveal that other controls of income or corpus were reserved. See 
Hawkins v. Comm’r, 152 F. (2d) 221, 223 (C.C.A. 5th, 1945). 

551 T.C. 566 (1943) (Acq.). 
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A similar situation is presented by the circumstances involved in 
Frederick Ayer.** There the trusts extended for the lives of the respective 
beneficiaries and the trustees had power to pay to each beneficiary so much 
of the income as they might deem necessary for each beneficiary’s support, 
education, comfort or happiness, and to add to principal any income not 
distributed. Upon the beneficiary’s death the principal and accumulated 
income were to be distributed to the beneficiary’s wife and the settlor’s 
descendants in such proportions as the beneficiary might appoint by will, 
and in default of appointment to others. During the first eight years 
subsequent to the creation of the trusts all income was accumulated. The 
Board of Tax Appeals held the income of the trusts not taxable to the 
grantor, but the new regulations call for a contrary result. 

Again, the new regulations are at variance with the express holding of 
the Tax Court in George H. Whiteley, a decision in which the Com- 
missioner acquiesced. In the trust there involved the grantor reserved 
inter alia the power during his daughter’s minority to apply such income 
as he chose for her use, and after she attained age 21, to pay income and 
corpus to her in such amounts and at such times as he might direct.. Upon 
her death, remaining corpus, if any, was to go to her issue, or if none 
survived, to her brothers and sisters, etc. Here too, we have a situation 
where it was within the grantor’s power to accumulate income for the 
benefit of an alternate taker who could take only after the primary 
beneficiary’s death. Yet the Tax Court said: 


The respondent has carefully combed the trust instrument and has found 
the following rights reserved which, he argues, constitute the incidents of 
ownership in the donor sufficient to charge him with the taxable income 
therefrom: (1) to approve all investments ‘and reinvestments; (2) to deter- 
mine what portion of the income or corpus shall be paid to the beneficiaries 
after they attain their majority; (3) to vote all shares of stock in the trust; 
and (4) ‘the trustee was prohibited from selling or exchanging the stock 
of the Dentists’ Supply Company of New York, except in a consolidation or 
merger, or if the stock became a bad investment, and in those cases only with 
the approval of the donor or of his wife, if she survived him.’ . . . 

Whilé recognizing the merit of respondent’s position, after carefully weigh- 
ing the facts before us in the light of the above considerations, we have come 
to the conclusion that the present case falls without the scope of the line of 
cases stemming from Helvering v. Clifford, supra and that the petitioner is 
not taxable on the income of the trust distributable to the adult beneficiaries. 
In our judgment the bundle of rights which the donor retained were not the 
equivalent of ownership contemplated by the cited case.** 


56 45 B.T.A. 146 (1941). 
572 T.C. 618 (1943). 
58 Jd. at 622. 
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The Fourth Excepted Power: Invasion of Corpus. The fourth ex- 
cepted power relates to a power enabling the grantor or any other person 
to pay corpus to a current income beneficiary, provided 

(1) that such payment “must be chargeable against the proportionate 

share of corpus held in trust for the payment of income to such 
beneficiary as if such corpus constituted a separate trust” ; *° or 

(2) that the power is limited by some “reasonably definite external 

standard” which “‘must be set forth in the trust instrument, must 
consist of the needs and circumstances of the beneficiaries within 
the class, and must be susceptible of enforcement by the court of 
equity.” 

In David Small, another recent case holding the grantor not taxable 
under the Clifford rule, the settlor-trustee had reserved power, if the 
income should in his sole discretion be deemed insufficient for the comfort, 
care, maintenance and/or support of his children or issue of deceased 
children, to pay them such additional amounts out of corpus as he deemed 
necessary or advisable. The instrument further provided that if the 
trustee made such payments to one child or to the issue of one child to 
the exclusion of others, he should charge the entire trust estate and not 
the ultimate share set apart for the child for whose benefit the payment 
was made. Clearly, the reserved power is not within the fourth exception 
unless it is deemed to be “limited by some reasonably definite external 
standard.” According to the Commissioner’s construction of this term 
given in the new regulations, it would not be so considered, since an 
example given with respect to the requirements of the standard, recites 
that such considerations as “comfort” or “happiness” are not reasonably 
definite.” 

In James G. Heaslet ** trust income was to go to the grantor’s wife for 
life, then to the grantor if he survived her, and thereafter the trust was to 
continue for the benefit of an adopted daughter. During the trust term 
the corporate trustee had power to invade corpus to provide for the 
maintenance and comfort of the wife and also for the maintenance and 
education of the adopted daughter if she were dependent upon the wife. 
Obviously during the period when the wife was the current income bene- 
ficiary the adopted daughter was not. Hence under the new regulations 
the trustee’s power to pay corpus to her, no matter by what definite ex- 
ternal standard it might be limited, renders the trust income taxable to 


5% This portion of the exception relating to “separate trusts” was apparently meant to 
“aver such a case as Jones v. Norris, 122 F. (2d) 6 (C.C.A. 10th, 1941) which held the 
yrantor nontaxable. 

*° 3 T.C. 1142 (1944). 

*! Subsection (d)(5), example (2). 
** 47 B.T.A. 1006 (1942) (Acq.). 
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the grantor. The Board of Tax Appeals, however, reached a contrary 
result, and the Commissioner acquiesced. 

The Fifth Excepted Power: Apportionment of Income within a Class. 
Under the fifth exception recited in subsection (d), a power to apportion 
income (whether by distribution or accumulation) to or within a class 
of beneficiaries will not render income taxable to the grantor if it is exer- 
cisable exclusively by a trustee, other than the grantor or spouse living 
with grantor, and is limited “by some reasonably definite external stand- 
ard.” Examples of what is meant by such a standard are given. 

The exclusion from the fifth exception of trusts where the power is 
exercisable by a spouse living with the grantor is inconsistent with the 
holding of the Second Circuit in Phipps v. Commissioner. There the 
grantor’s wife and, in effect, he himself were co-trustees who had dis- 
cretion during the minority of the primary beneficiary to pay to the wife 
for her own use such part of the net income as they might decide and 
to the wife, as custodian for the child’s support, such part as they might 
decide, and to accumulate the balance, which was to be paid to the child 
upon attaining age 21. After the child attained its majority, the trustees 
were directed to pay all of the net income to the wife and to the child in 
such proportions as they should, in their discretion, fix and determine, 
even to the extent of paying all of the income to one of these beneficiaries. 
This power fails to qualify under the fifth exception for two reasons: 
first, it is exercisable by the grantor and his wife as trustees,“* and second, 
it is not limited by any “reasonably definite external standard.” Yet the 
Second Circuit, in refusing to hold the income of the trust taxable to 
Mr. Phipps, said: 


In a case like this, where, only through a disregard of the purposes of the 
trust—a disregard which would result in judicial intervention—could the 
husband control allocation of the income among the members of his family, 
is not sufficiently like the Clifford or Buck cases to make the doctrine of those 
cases applicable.* 


In Lewis Barker ® the grantor, who was a co-trustee, retained discre- 
tion to direct that during the children’s minority the income was to be 
paid either to his wife or accumulated for the children, and thereafter to 
be distributed among them and/or the wife. Such a power, even if exer- 


63 137 F. (2d) 141 (C.C.A. 2d, 1943). 

64 Under the new regulations the fact that the wife had, as the court found, a substantial 
adverse interest, is regarded as immaterial. The Tax Court has consistently held to the 
contrary. See, ¢.g., cases cited in Meyer Katz, 46 B.T.A. 187, 194. 

65 Supra note 63 at 144. 

66 B.T.A. Dkt. No. 110890, P-H 1943 T.C. Memo. Serv. {| 43,426. 
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cisable solely by an independent trustee, is not within the fifth exception. 
Yet with respect to it the Tax Court said: 


The reserved power most damaging to petitioner’s case is the one during 
his wife’s lifetime to appoint the income to her or the children. During the 
minorities of the children, however, this is simply a right to distribute to the 
wife or accumulate for the future enjoyment of the children, for the trust 
expressly forbids any distribution to the children as minors. 

This limited power of appointment over the income is not sufficient, in our 
judgment, to warrant a finding that petitioner remained the owner of the trust 
corpus. We cannot say that he retained the equivalent of full ownership, 
which we must find to invoke Helvering v. Clifford, 309 U.S. 331, after he had 
(1) relinquished all right ever again to use the corpus or income for his own 
purposes, (2) provided for the ultimate disposition of corpus and could do 
nothing thereafter to change it, (3) abandoned the right to direct the dis- 
position of income after his wife’s death, and (4) retained merely a power to 
appoint the income among a limited group until that time. A grantor may still 
be treated as owner where, although he has given up his rights of personal 
consumption, he can sprinkle corpus and income among others without 
restriction. Commissioner v. Buck, 120 Fed. (2) 775. We are drawing a line 
‘where differences in degree produce ultimate differences in kind.’ 


Once more an analysis of the cases has shown that T.D. 5488’s attempt 
to impose a tax upon grantors of trusts in as many cases as possible has 
neither judicial approval nor support. To stipulate five narrow exceptions 
to an exceedingly broad rule does not overcome the initial invalidity of 
ignoring the cases and the statutes. Such extension of the income tax 
laws should be left to Congress, and not to administrative action. 


ADMINISTRATIVE CONTROL 


The provisions of subsection (e) of the new regulations have even less 
support in the decisions than the provisions of subsections (b) and (c). 
Subsection (e) of the new regulations makes taxable to the grantor the 
income of a trust, whatever its duration, if “under the terms of the trust 
or the circumstances attendant on its operation,” ®’ administrative control 
is “exercisable primarily for the benefit of the grantor rather than the 
beneficiaries of the trust.’”’ We are left in the dark as to what is meant 
by “the circumstances attendant on’’ the trust’s “operation.” Presumably, 
such circumstances will be claimed by the Commissioner to exist whenever 
powers of administrative control are lodged in a trustee who is a dependent 


’ 


67 Italics supplied. It should be noted that the Supreme Court in the Clifford case stated 
that taxation of the grantor depended upon “an analysis of the terms of the trust and 
all the circumstances attendant on its creation and operation.” (italics supplied). 309 
U.S. 331, 335 (1940). 
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or an employee of the grantor. On the other hand, another excerpt from 
subsection (e) reads: 


If a power is exercisable by a person as trustee, it is presumed that the 
power is exercisable in a fiduciary capacity primarily in the interests of the 
beneficiaries. 

This inconsistency and the vagueness of the “circumstances” criterion 
would seem to earmark the latter as a litigation breeder par excellence. 

The regulations then recite four situations in which “administrative 
control is exercisable primarily for the benefit of the grantor.” 

The first of these situations described in subparagraph (e) (1) is where 
the grantor or some person without adverse interest, or both, whether or 
not in the capacity of trustee, have power to dispose of trust assets either 
to the grantor or anyone else for an inadequate consideration. In the 
main, this situation is covered by Section 166 of the Internal Revenue 
Code, dealing with revocable trusts, and it is well settled that a settlor 
who expressly reserves power to reacquire trust assets at his own price or 
at an inadequate price is taxable on the income.** Where, however, such 
a power can be found in the trust instrument only by implication the 
Board has held the Clifford rule inapplicable. 

The second situation involves a power enabling the grantor to borrow 
from the trust even with adequate security and interest. It is difficult to 
understand the objection to a loan with adequate security and at a fair 
rate of interest. The outlawed power is specifically described as follows: 


A power exercisable by the grantor, or spouse living with the grantor, or 
both, whether or not in the capacity of trustee, or exercisable by any other 
person in a nonfiduciary capacity, or by such person and either of the fore- 
going, or both, enables the grantor to borrow such corpus or income, directly 
or indirectly, whether with or without adequate security or interest; . . .*° 


The District Court for the District of Massachusetts came to a different 
conclusion in its very recent decision in Morss v. United States." The 


68 Charles T. Fisher, 28 B.T.A. 1164 (1933) ; Chandler v. Comm’r, 119 F. (2d) 623 
(C.C.A. 3d, 1941). 

69 Ben Weisman, Dkt. Nos. 2629, 2632, decided July 22, 1944, reported in P-H T.C. 
Memo. Serv. {44,239 (grantor had power to sell for such prices as he should deem proper 
(Myerson trust) ) ; Wendell W. Anderson, Dkt. No. 3668, decided January 25, 1945, 
reported in P-H T.C. Memo. Serv. § 45,037 (Commissioner claimed grantor had power to 
substitute his own unsecured note for the trust assets and power to require the trustee to 
sell trust assets at any time for whatever the grantor might order the trustee to accept in 
lieu thereof). 

70 Subsection (e) (2). 

7164 F. Supp. 996 (D.C., D. Mass. 1946), decided February 7, 1946, after the promul- 
gation of T.D. 5488. In the Morss case the grantor was held not taxable on the income 


945474 
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case involved a trust for minor children, with income to be accumulated 
during minority and corpus distributable in instalments between the ages 
of 21 and 35. Settlor and his wife as co-trustees reserved broad manage- 
ment powers including, as the court put it, 


The power to lend money, with or without security, upon such terms and 
to any corporation, partnership or association as the trustees may see fit, 
whether or not both or any of the trustees may be interested therein, or to any 
individual or individuals as trustees may see fit, including any person with 
whom either or both of said trustees may be associated, as partner or 
otherwise. . . .”? 


The District Court held that this power reserved by the grantor and his 
wife 


is not only one which is a fiduciary power, but . . . may be a necessary one 
for the trustee in managing the trust estate.”* (Italics supplied.) 


Yet under paragraph (e)(2) of the new regulations such a power, since 
retained by the grantor and his spouse living with him, is conclusively 
presumed to be exercisable primarily for the benefit of the grantor. 

The Clifford rule has been held inapplicable by the Tax Court in nu- 
merous cases where the grantor, who was either sole trustee or a co- 
trustee, had power to borrow corpus, on the ground that he could not do 
so in a manner which would violate his fiduciary duty.‘* Even in cases 
where a grantor-trustee has violated such a duty, the Tax Court has held 
this fact insufficient to render the income taxable to him.” 

Under subsection (e) (4) trust income is taxable to the grantor if any 


of four similar trusts under the terms of which the grantor could (1) loan the funds 
indirectly to himself, (2) invest the funds of the trusts in his notes or the notes of any 
corporation, partnership, or association in which he was interested and thus benefit himself 
directly or indirectly, and (3) make loans to the trusts and pledge the securities thereof 
as collateral security for such loans. The District Court felt that a court of equity would 
be very meticulous to see that the trustee did not act adversely to the beneficiaries and 
that “no one of ... (the powers) .. . is equivalent to substantial ownership of the trust 
res or income to the plaintiff (grantor), nor does the accumulation of all of these powers 
collectively reach that result.” (p. 1000). 

72 Td. at 1000. 

78 Tbid. 

74H. Greenspun, Dkt. Nos. 108229, etc., 1944 P-H T.C. Memo. Serv. {[ 44,122, aff’d on 
this point (C.C.A. 5th, July 19, 1946); Philip Meyers, Dkt. No. 1063, 1945 P-H_ T.C. 
Memo. Serv., 44,167; Ben Weisman, Dkt. Nos. 2629, 2632, 1945 P-H T.C. Memo. Serv., 
© 44,239; David B. Cassat, Dkt. Nos. 110533, 110534, 1945 P-H T.C. Memo. Serv., 
" 44.250; Rita G. Bloomingdale, Dkt. Nos. 1969, 1970, 1945 P-H T.C. Memo. Serv., 
© 44,353; Hiram C. Bloomingdale, Dkt. No. 1971, 1945 P-H T.C. Memo. Serv., 44,354. 

*5 Modie J. Spiegel, Jr., Dkt. No. 1250, 1945 P-H T.C. Memo. Sery. § 45,032; Litta 
'fatthaei, 4 T.C, 1132 (1945). 
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one of the following powers is “exercisable” by any person “in a non- 
fiduciary capacity” : 

a) to vote or direct the voting of stock or securities ; 

b) to control the investment of trust funds either directly or by veto; or 


c) to reacquire corpus by substituting other property, even property of an 
equivalent value.”® 


The Regulations then establish the rebuttable presumption that “if a 
power is not exercisable by a person as trustee, it is presumed that the 
power is exercisable in a nonfiduciary capacity.” Thus, in order to escape 
taxation on the income of a trust, every grantor will have the burden of 
rebutting the presumption that any one of the listed powers of adminis- 
trative control which he may have reserved or entrusted to someone else 
who is not a trustee, is exercisable in a nonfiduciary capacity. The regu- 
lations state that the presumption “may be rebutted if it appears, from 
all the terms of the trust and the circumstances surrounding its creation 
and administration, that the power is exercisable primarily in the interest 
of the beneficiaries.” It can reasonably be predicted that this provision 
will be another prolific litigation breeder. It imposes a most unfair burden 
on grantors, especially, as discussed in more detail below, because in New 
York ** (and, it is thought, in most other states) the presumption is just 
to the contrary. 

Certainly, the courts have so concluded in any number of tax cases 
involving the applicability of the Clifford rule, of which the following 
may serve as examples : 

The Second Circuit very recently decided in Cushman v. Commis- 
sioner ** that ordinarily powers reserved as grantor are held in a fiduciary 
capacity. Circuit Judge Chase stated: 


. . . the petitioner reserved to himself as grantor power to control retention 
or sale of trust property and to direct investment and reinvestment of trust 
funds, and he invested himself as trustee with the extraordinary power of 
entering into capital readjustments as well as all the ordinary trustee powers, 
including that of voting the stock held in the trust. Analytically the powers 
held in the two capacities are, because of those different roles, different. The 
powers held as trustee are, of course, held in a fiduciary relationship and 
must be exercised only in the best interest of the beneficiaries. The power to 
vote the stock held in trust may not be exercised by the trustee for his own 
purposes ; and where such conduct is threatened, a court of equity will direct 


76 It may be noted that these are the same powers of administration as are listed in 
connection with 15-year trusts in subsection (c) (2). 

7 Carrier v. Carrier, 226 N.Y. 114, 123 N.E. 135 (1919); Osborn v. Bankers Trust 
Company, 168 Misc. 392, 5 N.Y.S. (2d) 211 (Sup. Ct., 1938) ; Heyman v. Heyman, 33 
N.Y.S. (2d) 235 (Sup. Ct., 1942). 

78153 F. (2d) 510 (C.C.A. 2d, 1946). 
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the voting of the stock. See 2 Scott, Trusts (1939) § 193.1. It is a question 
of interpretation whether or not the powers reserved as grantor are held in a 
fiduciary capacity or for the grantor’s own purposes. Ordinarily, they are 
held in a fiduciary capacity, and have been reserved only because of some 
special talent or particular source of knowledge of the grantor. If they have 
been so reserved, the exercise of them is subject to court scrutiny, Phipps v. 
Com’r, supra; but if they have been reserved by the grantor for his own 
purposes, they are subject to no control in their exercise. Com’r v. Branch, 
supra; cf. Helvering v. Stuart, 317 U.S. 154; see Scott, op. cit., supra, at 
§ 185. From the grantor’s purpose as found by the Tax Court, it seems certain 
that the powers this petitioner retained as grantor were retained in a fiduciary 
capacity. . . .7° (Italics supplied.) 


In Commissioner v. Betts ® the trust was long-term and irrevocable, 
without reversion to the grantor, who was not a trustee but had reserved 
the power to direct all purchases and sales. In deciding that the income 
was not taxable to him the Circuit Court of Appeals for the Seventh 
Circuit said: 


Reason for this reservation evidently lay in his experience in the security 
business, which furnished justification for belief, upon his part, at least, of 
desirability of exercise of his judgment for the benefit of his beneficiaries.** 


In Jones v. Norris * where the grantor, who was not a trustee, reserved 
very broad powers of management, the Circuit Court of Appeals for the 
Tenth Circuit said: 


We find no difficulty in divining the purpose of the power to make changes 
in the management, when such power is not inconsistent with the irrevocable 
provisions of the instrument. If the trust be irrevocable, it is certainly beyond 
the power of the grantor to revest or revert, because the property (both corpus 
and income) by the terms of the trust instrument is to be distributed to the 
beneficiaries in person on its termination, or sooner in the discretion of the 
grantor.... 

We do not understand that the power of management, however unlimited, 
may operate to bring the grantor within the sweeping provisions of Section 
22(a), if by such powers he cannot derive any economic benefit therefrom, 
except whatever advantages he may gain by virtue of the provisions in the 
Revenue Act, which permits the creation of trusts and imposes taxation under 
Section 161 et seq.** 


In Kohnstamm v. Pedrick “* the settlor reserved power to direct the 
corporate trustee as to investments and as to the voting of stock; further- 


79 Jd. at 514. 
80 123 F. (2d) 534 (C.C.A. 7th, 1941). 
81 Jd. at 537. 

82 122 F. (2d) 6 (C.C.A. 10th, 1941). 
83 Jd. at 10-11. 

84153 F. (2d) 506 (C.C.A. 2d, 1945). 
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more, he could withdraw any securities from the fund provided he sub- 
stituted property of “approximately equivalent” value. The power over 
investment was not even discussed by the Circuit Court. The power to 
direct the voting of stock was dismissed by Judge Learned Hand with 
the observation : 


One or two courts have considered it a relevant circumstance that the 
settlor—either as trustee, or having power over the trustee—was a high 
official in a company, a controlling number of whose shares were in the fund ; 
but they have merely counted it as one of many factors which taken together 
kept the ‘ownership’ in the settlor, and we have no way of knowing how 
much it weighed in their conclusion.® (Italics supplied.) 


As to the power of substituting equivalent investments, the Circuit Court 
asserted that such a power 


when reserved by a settlor in a trust for lives, and unaccompanied by any 
power over the devolution, or redistribution, of income or of principal, has 
been uniformly held not alone to bring the situation within Helvering v. 
Clifford.** (Italics supplied.) 


The Circuit Court towards the end of its opinion observed : 


In conclusion therefore we are disposed to hold that the combination of all 
those powers which the plaintiff reserved to himself did not bring him within 
Helvering v. Clifford, supra, and make him the ‘owner’ for taxation as he 
originally was for all purposes. The test is impalpable enough at best ; but if 
it is to be continually refined by successive distinctions, each trifling in itself, 
we shall end in a morass from which there will be no escape; . . .** 


T.D. 5488 is, indeed, a catalogue of successive distinctions, many of 


which are trifling in themselves. The Treasury has provided the morass 
which Judge Learned Hand prophesied. 


THE New Recutations Do Not ReErtect Existinc Law 


In the light of the decisions which have considered the applicability of 
the Clifford rule, the preceding analysis of the new regulations, while 
not exhaustive, serves to demonstrate that T.D. 5488 cannot be justified - 
as a crystallization or fair summary of the Clifford rule as it has been 
developed and glossed by the lower courts. If, as the Clifford and Stuart 
cases indicate,** “ownership” is a question of fact for determination 


85 Jd. at 509. 

86 [bid. 

87 Jd. at 510. 

88 See Helvering v. Clifford, 309 U.S. 331, 336, 338 (1940) ; Helvering v. Stuart, 317 
U.S. 154, 169 (1942) ; see also Kohnstamm v. Pedrick, 153 F. (2d) 506, 508 (C.C.A. 2d, 
1945). 
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solely by the Tax Court and a finding with respect thereto is nonreversi- 
ble if supported by substantial evidence,** what will be the fate of the 
new regulations if the Tax Court continues along the path delineated by 
the decisions mentioned above? This is an interesting speculation and 
may prove a fascinating spectacle for a detached observer interested in 
the growth of administrative law, the competition between a specialized 
court and a specialized executive department, or other philosophical topics 
of a kindred nature; but the settlement of this controversy will cause 
worry, uncertainty, loss of time and much expense to countless taxpayers. 
The Treasury, it is submitted, did the public a great disservice by promul- 
gating regulations which rejected such a large proportion of the rules 
laid down by the Tax Court and other courts. The Tax Court has already 
refused to follow the new regulations on this very ground. Clearly recog- 
nizing that T.D. 5488 promulgated regulations going far beyond the 
decided cases and statutory authority, the Tax Court stated they do not 
have the force and effect of law, saying: 

They ‘do not represent an administrative construction of the statute which 
has been uniform or of long standing, nor has there been a re-enactment of 
the statute subsequent to the change in the regulations which might be 
construed as a legislative approval of such change.’ .. . 

. . . the mere changes in respondent’s administrative construction of the 
Revenue Acts of Congress, will not result . . . in the overruling of decisions 
of this Court which, to the present time, have the approval of the higher 
Courts. 

It is unnecessary for us to consider whether Subsections (d) and (e) of 
the respondent’s amended regulations cover the question of the taxability of 
the income of the trusts here involved, for, as we have indicated, even if they 
do, they would not, in our opinion, represent a correct interpretation of the 
statute and would not, therefore, be valid.®° 


Perhaps the greatest vice of T.D. 5488 from the long term broad point 
of view is not so much that it stretches to their uttermost extent and goes 
beyond decisions of courts which have readily accepted many of the 
Treasury’s arguments expanding the Clifford rule,” but that the Treasury 
by these regulations is seeking in practical effect to write tax law which 
Congress has refused to put on the statute books. For example, when 
the 1934 Revenue Act was under consideration by Congress, the Treasury 
twice recommended adoption of an amendment taxing the income of 
short-term trusts to the creator of the trust,°? but Congress refused to 


89 Dobson v. Comm’r, 320 U.S. 489 (1943) ; but see Cushman v. Comm’r, 153 F. (2d) 
£10, 513 (C.C.A. 2d, 1946). 

%° Estate of Louis Stockstrom, 7 T.C. No. 32 (1946). 

%1 £.g., Comm’r v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1941). 

%% Hearings on H.R. 7835, 73d Cong., 2d Sess., p. 151; H.R. 1385, 73d Cong., 2d Sess., 
24, cited in the dissenting opinion in the Clifford case, supra note 2 at 340. 
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accept this recommendation. This was made the principal ground for 
dissent in the Clifford case, where the majority taxed income to the 
grantor of a peculiarly brash donor-controlled five-year family trust. 
Now the Treasury by regulation proposes so to tax the income of any 
ten-year trust, if only a reversionary interest in the corpus or income will 
or may reasonably be expected to take effect in possession or enjoyment 
within ten years. Again, in recent years Congress rejected Treasury 
proposals that the family be taxed as a unit, or that husband and wife 
should be forced to file joint returns. As recently as December 28, 1945, 
Judge Learned Hand in Kohnstamm v. Pedrick said: 


It may be that for tax purposes the jural indissolubility of the family will 
in the end be restored to the position it occupied in archaic law; but, so far 
that has not happened.** 


It happened, however, on the very next day, when T.D. 5488 was 
promulgated which, without the benefit of any statutory authority, treats, 
in several instances, a power exercisable by a spouse living with the 
grantor just as though it were exercisable by the grantor himself. What 
the Treasury failed to obtain from Congress and the courts,” it is now, 
apparently, attempting to secure by the method of oblique administrative 
attack. If this attempt is not scotched and if the Treasury is permitted 
to tax a grantor because of a power exercisable by a spouse, the next step 
quite logically will be the assertion by the Treasury that the control of a 
husband over his spouse living with him must be deemed to exist with 
respect to the income of her property just as, under T.D. 5488, it is 
deemed to exist with respect to a power over the administration of a 
trust. Hence, he is taxable on her income and a joint return is in order. 

It is submitted that the division of powers prescribed by the Consti- 
tution is in real danger of being undermined if the Treasury, by the 
enactment of departmental regulations, either directly or by attrition seeks 
to impose upon the public social and other policies which the elected 
representatives of the people have refused to adopt. 


93153 F. (2d) 506, 510 (C.C.A. 2d, 1945). 

®4 The Tax Court has taken the position that a substantial adverse interest will not be 
nullified solely by reason of the marital relationship. In Lillian M. Newman, 1 T.C. 921, 
924 (1943), it explained its view as follows: 

“ |. . the Commissioner argues that because of the doctrine of family solidarity, Hel- 
vering v. Clifford, 309 U.S. 331, the husband should not be regarded as having a substantial 
adverse interest. Alitmaier v. Commissioner, 116 Fed. (2d) 162. We have heretofore 
rejected such an argument. Estate of Frederick S. Fish, 45 B.T.A. 120, 123; Estate of 
Edward Lathrop Ballard, 47 B.T.A. 784, 792; Stephen Hexter, 47 B.T.A. 483, 491; 
James G. Heaslet, 47 B.T.A. 1006, 1010; Meyer Kats, 46 B.T.A. 187, 194-195; Jane B. 
Shiverick, 37 B.T.A. 454. Our view was, and is, that the Clifford case does not mean 
that a person with an otherwise adverse interest will, solely by reason of marital relation- 
ship; act in accordance with the wishes of his or her spouse.” 
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In the case of a 15-year trust the new regulations state that if certain 
powers of administration are reserved even in the capacity of trustee by 
the grantor (or by his wife, his subservient alter ego) the income of the 
trust is taxable to the grantor. The sole justification for such a rule must 
be found in the assumption, clearly untenable as a matter of law, that a 
grantor-trustee of what may be styled a medium-term trust must be 
deemed to exercise fiduciary powers in a nonfiduciary manner. Such an 
absurdity cannot be defended as a legitimate offspring of the Clifford 
case. True, in that decision, the Court placed great emphasis upon the 
grantor’s powers as trustee; but there he had given himself powers which 
were extraordinarily and abnormally broad, whereas possession as trustee 
of a single one of the administrative powers listed in the regulations is 
made to have the same consequences in any 15-year trust, other than a 
public charity trust, as followed from retention of the bundle of rights 
listed in the Clifford case in connection with an intimate family five-year 
fiction. Furthermore, despite the emphasis in the Clifford case on the 
grantor’s powers as a trustee, the lower courts in tax decisions have 
gradually come to accept the normal rule of law that a trustee is required 
to exercise his powers in the interests of the beneficiaries.°° As already 
indicated the most recent statement of this principle is that of the Second 
Circuit in Cushman v. Commissioner °° where the grantor reserved control 
over investment and the Court said: 


It is a question of interpretation whether or not the powers reserved as 
grantor are held in a fiduciary capacity or for the grantor’s own purposes. 
Ordinarily, they are held in a fiduciary capacity, and have been reserved only 
because of some special talent or particular source of knowledge of the 
grantor.®* 


The conclusive presumption thus established by the regulations with 
respect to 15-year trusts is clearly contrary to existing law and invalid. 

The same may be said of the rebuttable presumption applicable with 
respect to any one of the same selected powers of administration which 
a grantor may have reserved with respect to a trust of any duration, even 
if there is no reversion. The regulations state: 


. . . If a power is not exercisable by a person as trustee, it is presumed 
that the power is exercisable in a nonfiduciary capacity. But such presumption 
may be rebutted. . . .** 


95 Comm’r v. Betts, 123 F. (2d) 534 (C.C.A. 7th, 1941); Emma B. Maloy, 45 B.T.A. 
1104 (1941) ; Estate of Benjamin Lowenstein, 3 T.C. 1133 (1944) ; Herbert T. Cherry, 
3 T.C. 1171 (1944); Alex McCutchin, 4 T.C. 1242 (1945); J. M. Leonard, 4 T.C. 1271 
(1945) ; Donald S. Black, 5 T.C. 759 (1945). 

96 Supra note 78. 

87 Supra note 78 at 514. 

98 Reg. 111, Sec. 29.22(a)-21, subsection (e). 
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Under the common law, contrary to the newly promulgated administra- 
tive law here under discussion, the presumption is quite the reverse. 
Mr. Scott in his work on trusts states: °° 


Where a trust is created inter vivos and the settlor reserves power to control 
the trustee in some respects in the administration of the trust, the settlor may 
or may not hold the power of control solely for his own benefit. Ordinarily, 
it is believed, he is under a fiduciary duty to the beneficiary in respect to the 
exercise of the power. 


That is certainly the law in the State of New York. In Carrier v. 
Carrier,°° husband and wife transferred property to a trust company 
but the husband reserved the right to control and manage the trust. 
Mr. Justice Cardozo stated that by reserving power to manage the trust 
fund and control investments Mr. Carrier had made himself trustee 
“and in so doing he subjected himself to those obligations of fidelity 
and diligence that attach to the office of trustee.” In Osborn v. Bankers 
Trust Company*” the trustees were authorized to retain all securities 
in the trust and to make only such investments and changes as the settlor 
directed. When the life beneficiary sought a construction of the trust, 
it was held that the reserved investment power was a general power. in 
trust and did not give the settlor a beneficial power or any absolute right 
in the trust res. In Heyman v. Heyman,’” the Court, citing the Carrier 
and Osborn cases, stated: 


No discretionary power, however broad in scope, can relieve a trustee of 
obedience to what the late Judge Cardozo referred to as the ‘great principles 
of equity which are the life of every trust’... (citing cases)... . The 
powers were specifically granted to David M. Heyman in his capacity as 
trustee rather than beneficially and must therefore be construed as powers in 
trust. Whether they be viewed in the light of trust powers which he reserved 
to himself as grantor, or which he granted to himself as trustee the result is 
identical under our law.°* (Italics supplied.) 


Indeed, even if a grantor reserved to himself a clearly beneficial power, 
such as the right to purchase securities from the trustee at any price he 
might fix, the trustee, because of the primary duty which he owes to the 
beneficiaries, would be under a duty to resist the exercise of such a power 
to the detriment of the trust and to turn to a court for instructions. 

It is seriously doubted that the novel presumption indulged in by the 
Treasury will resolve the present uncertainty and confusion which T.D. 


99 2 Scott on Trusts (1939 ed.) Sec. 185, p. 975. 

100 226 N.Y. 114, 123 N.E. 135 (1919). 

101 168 Misc. 392, 5 N.Y.S. (2d) 211 (Sup. Ct., 1938). 
102 33 N.Y.S. (2d) 235 (Sup. Ct., 1942). 

108 Jd, at 242. 
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5488 was designed to overcome. In any case where indulgence in the 
presumption will result in greater tax liability overzealous revenue agents 
will interpret the presumption in such manner as to raise insuperable 
difficulties for the grantor in rebutting it. Rather than reduce litigation, 
this will be an invitation to the taxpayer to seek relief from the courts. 





RETROACTIVE EFFECT OF THE NEW REGULATIONS 


The retroactive effect of T.D. 5488 is also fairly subject to adverse 
criticism. Although the T.D. is effective only with respect to taxable years 
beginning on or after January 1, 1946, the adjective “retroactive” is 
advisedly used, since the new regulation affects many trusts created prior 
to that date. For example, the income of any 10-year trust with manda- 
tory or probable reversion to the grantor will be taxable to him under 
the regulation for 1946 and all years thereafter until the reversion falls in. 
Thus, if in 1945 he created a 10-year trust with a mandatory reversion, 
he will be taxable for 9 long years. Furthermore, in case of a trust for a 
person whose life expectancy at the time of its creation was less than ten 
years but who blithely exceeds his allotted span by one or even two decades, 
the income will almost certainly ‘be claimed by the Bureau to be taxable 
to the grantor during the entire actual term of the trust, since the test 
laid down in the new regulation is whether the grantor “has a reversionary 
interest . . . which . . . may reasonably be expected to take effect in 
possession or enjoyment within 10 years commencing with the date of 
the transfer.” Under familiar principles pf tax law, hindsight with 
respect to life expectancies is disregarded,’ and therefore a trust will be 
labelled a 10-year trust within subsection (c)(1) of the new regulations 
according to what might reasonably have been expected on the date of 
its creation. 

The unfortunate grantor of such a 10-year trust will be unable to do 
anything to ameliorate his position, because the new regulation looks solely 
to the term of the trust and not to any retained powers or control which 
the grantor might relinquish. Possibly, the beneficiary will have mercy and 
join him in putting an end to the trust—that is, if the law of the State 
under which it is administered permits such a step. But in what even the 
Treasury would have to concede to be the least objectionable type of 10- 
year trust, and one which presumably it would not seriously wish to dis- 
courage, namely, a trust for a charitable, educational or religious corpora- 
tion, the grantor would be helpless, since the directors of such a corpora- 
tion would certainly be violating their duty towards it if they consented 
to an early termination of the trust. 





104 Ithaca Trust Co. v. United States, 279 U.S. 151 (1929). 
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Or assume a 15-year trust whose otherwise wholly independent cor- 
porate trustee has the usual management powers but is authorized to 
invest only in such non-legals as the settlor may direct or approve. 
Probably there will be a provision in the trust instrument covering in- 
vestments after the grantor’s death which may give the trustee power to 
invest in non-legals. But it is unlikely that the wholly unanticipated 
contingency of the settlor’s relinquishment of his power will be covered. 
The result will be that if the grantor is driven by the new regulation to 
relinquish his power, the trustee will be limited to investments in legals 
so long as the grantor lives, a situation wholly contrary to the grantor’s 
intention. 

Such hypothetical situations, which could easily be multiplied, are not 
of a fanciful nature. They are less far fetched than the actual situations 
presented by the Heaslet and Small cases which have been discussed 
above ;**° in each of these cases the prohibited power is held by a trustee 
and it may be doubted whether it can be extinguished or modified so as 
to avoid the impact of the new regulations on the grantor, since any 
alteration in the power might constitute violation of fiduciary duty towards 
the beneficiaries in whose interest it is held. 

Since T.D. 5488 goes far beyond many decided cases, it is unfair to 
apply its completely new standards to trusts created before the Supreme 
Court decided that Section 22(a) of the Code is applicable in determining 
to whom trust income should be taxed. Such unfairness has been recog- 
nized by the Treasury’s usual practice, when a new regulation makes 
sweeping changes in the previous treatment of tax situations, of limiting 
its application only to situations arising after the decision of the Supreme 
Court upon which the new regulation is based. For example, when, as 
a consequence of the decision in Commissioner v. Smith,*°* the Treasury 
on April 12, 1946 amended the regulations relating to the treatment of 
stock options,**’ the new regulation was not made applicable to “the 
exercise of an option granted the employee before February 26, 1945,” 
the date of the Smith decision. It was provided that in such a case “the 
provisions of these regulations prior to the amendment made by this 
Treasury decision shall apply.” 

Where, as in the case of T.D. 5488, new regulations purport to be based 
on a Supreme Court decision but actually go far beyond such decision 
as theretofore judicially interpreted, their effectiveness should be limited 
to situations arising after their promulgation. Since T.D. 5488 lays down 


105 Supra, under heading, The fourth excepted power: Invasion of Corpus. 
106 324 U.S. 211 (February 25, 1945). 
107 Reg. 111, Sec. 29.22(a)-1 as amended by T.D. 5507. 











36 TAX LAW REVIEW [Vol. 2: 


new rules for the taxation of the income of irrevocable and unamendable 
trusts, fairness requires that it be applied only to trusts thereafter created. 


CONCLUSION 


A Treasury representative in an informal preview of T.D. 5488 in- 
dicated that it would not “represent minimum effects from the Com- 
missioner’s point of view, nor should the Bureau seek to grasp each last 
ounce of revenue.” *°* It is understood, also, that the Treasury regards 
the new regulations as embodying substantial concessions which go beyond 
the standards fixed by the courts. These concessions are said to be: 

1. The grantor can be his own trustee; except in the case of 15-year 

reversionary trusts this is not regarded as an indication of control. 

2. No attempt has been made to tax the grantor on the non-material 
satisfaction of having his wife exercise a large number of trust 
powers. 

3. No attempt has been made to treat a child as the grantor’s alter ego; 
and this has been done in only a few selected instances with respect 
to his spouse. 

4. The third excepted power under subsection (d) is more liberal than 
such decisions as Stockstrom and Miller, which went for the Gov- 
ernment because there was a power to withhold income even though 
the same beneficiary was to be its ultimate recipient. 

5. Any power exercised by a trustee is conceded to be a fiduciary 
power. 

It should further be noted that the new regulations have not met with 

an unfriendly reception in all quarters. A well-known tax service thus 
expresses its opinion: *” 


Although these regulations may be subject to the criticism that the dis- 
tinctions in some respects are arbitrary and inflexible, it is obvious that this 
is the inevitable alternative to the vagueness and uncertainty which have here- 
tofore prevailed. It may be pointed out also that some of the tests conflict 
with prior judicial authority, and that generally they tend to expand the scope 
of the tax. Nevertheless, it is evident that the regulations as a whole are a 
careful and sincere attempt to produce a set of workable and equitable rules 
out of the welter of confusing court decisions. 


Nevertheless, it is submitted, in view of the very large number of 
court decisions which are contrary to the new regulations, that the 
Treasury has indulged in legislation and, therefore, has acted ultra vires. 
Even if the effect of the new regulations instead of raising new and 


108 De Wind, op cit. supra note 4 at 831. 
109 2 RABKIN & JoHNSON, FEDERAL Income, Girt AND Estate TAXATION 3414. 
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additional uncertainties were to bring order out of chaos, they ought still 
to be resisted because of their provenance. It is not the function of the 
Secretary of the Treasury and his assistants to decree that all short term 
trusts shall be disregarded for income tax purposes when Congress has 
refused to do so; it is not within their powers to distort a concept ex- 
pounded by the Supreme Court and to disregard a host of decisions by 
the lower courts which have conscientiously sought to apply that concept. 
If, as Mr. Justice McReynolds once said, “Judicial legislation is a hateful 
thing,” surely administrative legislation is even more odious. T.D. 5488 
does not represent the Treasury’s first or only attempt in this direction.”° 
But it is the most ambitious to date because it challenges not only Congress 
but also the judiciary. 

This tendency should be checked. Congress should act to define more 
sharply the Treasury’s regulatory powers and, if it deems it wise, should 
enact legislation concerning short-term trusts and trusts in which the 
grantor retains such substantial control that he may fairly be regarded as 
retaining ownership of the corpus.** 


110In Mimeograph 5539 the Commissioner made integration with the Social Security 
tax a condition for tax exemption in the case of a pension trust. Concerning this require- 
ment Senator Robert A. Taft has recently written (The Journal of Commerce, May 29, 
1946, Sec. 2, p. 3): 

“The principal purpose of Sections 23(p) and 165 was to prevent tax evasion. In 
drafting the regulations, the Commissioner seems to have been moved more by his ideas 
of what constituted social welfare than by any considerations relating to taxation. The 
requirement that pension funds be integrated with Social Security has always seemed to 
me unsound. The Government has chosen to take a special interest in persons earning 
$3,000 and less, but there seems no reason why a company may not treat on a more liberal 
basis those in whom the Government has taken only a minor interest. 

“Furthermore, the Social Security Act may be constantly amended. There are now 
proposals to increase the $3,000 figure to $3,600, to extend the coverage and to increase 
the benefits. Every time Congress sees fit to change the Federal plan, private pension 
trusts apparently will have to be conformed to the statute. 

“I believe that each should stand on its own merits. The private plan should conform 
to certain definite specifications applied to it, but if it overlaps the Social Security law 
what difference does that make? Furthermore, I am quite confident that Congress never 
intended the Commissioner to have power to compel integration.” 

111 No attempt has been made in this article to suggest a revised form of the regulation 
or remedial legislation. For examples of the latter, see Magill, What Shall be Done with 
the Clifford Case? (1945) 45 Cor. L. Rev. 111, 127, and Report Proposing Amendments 
to Federal Income, Estate and Gift Tax Laws (1946) Committee on Taxation, Trust 
Division, American Bankers Association, p. 23. 








Deduction of Non-Trade or Non- 
Business Expenses 
SAMUEL BRODSKY anp DAVID McKIBBIN 


I. is now four years since the Internal Revenue Code was amended 
to provide for the deduction from gross income of non-trade or non- 
business expenses. The enactment of section 121 of the Revenue Act of 
1942, which added section 23(a)(2) to the Internal Revenue Code, 
resulted from a widely felt need to end discrimination against taxpayers 
not engaged in trade or business. Previous Revenue Acts, in allowing 
deduction of expenses incurred in carrying on a trade or business, were 
based upon the principle of taxing net, rather than gross, business in- 
comes. Taxpayers not engaged in trade or business, however, were not 
allowed deductions for ordinary and necessary expenses for the production 
of their income, and were accordingly taxed on gross income. To correct 
this inequity, Congress provided in section 23(a)(2) that there should 
be allowed as deductions : 


In the case of an individual, all the ordinary and necessary expenses paid 
or incurred during the taxable year for the production or collection of income, 
or for the management, conservation, or maintenance of property held for 
the production of income. 


The language of this section has had frequent and extensive considera- 
tion in the courts, including two Supreme Court opinions, one of which 
has resulted in a recent major amendment to the Regulations by Treasury 
Decision 5513 which favors taxpayers with important benefits. Amid 
much confusion, some answers to the basic problems of construction have 
emerged—others remain to be clarified. It is time to take a perspective 
view of the whole field of non-business deductions, to see broadly how 
they have been treated, and to determine how well the statute has fulfilled 
its purpose. 

SAMUEL Bropsky (A.B., Univ. of Tulsa, LL.B., Harvard Law School) is a member 
of the New York Bar and Assistant United States Attorney for the Southern District of 
New York in charge of the Civil Division. 

Davip McKresin (A.B., Univ. of Pennsylvania, LL.B., Harvard Law School) is a 


member of the New York and Massachusetts Bars and Assistant United States Attorney 
for the Southern District of New York. 
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GENESIs OF SECTION 23(a) (2) 


The general principle upon which section 23(a)(2) is based, that the 
expenses of producing taxable income should be deductible, thus subject- 
ing only net income to tax, was largely accepted by the Bureau of Internal 
Revenue many years before the amendment was enacted. The provision 
in the various Revenue Acts allowing deductions for ordinary and neces- 
sary expenses incurred “in carrying on any trade or business,” * was 
most liberally construed by the Bureau. As early as 1920 it was ruled 
that expenses having a reasonable and proximate relation to the collection 
of income due an estate were deductible,? and in 1921 it was ruled that 
a taxpayer whose income was derived principally from investments in 
stocks and bonds could deduct as a business expense ordinary and neces- 
sary office rent and the cost of clerical help.* In other rulings, in language 
strikingly similar to that later adopted by Congress in section 23(a) (2), 
the Bureau held that expenses of a committee for an incompetent were 
deductible if incurred ‘“‘with respect to the management or conservation 
of income-producing property or funds belonging to the incompetent or 
with respect to the collection or securing of any income inuring to such 
incompetent,” * and that executors’ expenses were deductible if incurred 
for “making sales and collections, and doing other things necessary for 


1 Section 214(a) (1), Revenue Acts of 1918, 1921, 1924, 1926; section 23(a), Revenue 
Acts of 1928, 1932, 1934, 1936, and 1938, Internal Revenue Code. 

20.D. 537, 2 Cum. Butt. 175 (1920), revoked in I.T. 3492, 1941-2 Cum. Butt. 187, 
provided: 

“Taxable net income of an estate during administration is determined by subtracting 
from gross income ascertained as provided in section 213 of the Revenue Act of 1918, the 
deductions specified in section 214. The only provision in that section by virtue of which 
expenses of administration are deductible is the one providing for the deduction of 
expenses of carrying on a trade or business. Under a liberal construction of the language 
used it seems possible to hold that expenses having a reasonable, proximate relation to 
the collection of income due an estate are deductible. An administration expense as such 
is not deductible, and this rule would exclude the deduction of ordinary executors’ com- 
missions and attorneys’ fees. On the other hand, necessary expenses such as office rent 
or the compensation of a business agent might be deductible, the test in every case being 
whether the expense is an ordinary and necessary incident to the collection of income 
due the estate.” 

3 0.D. 877, 4 Cum. Buti. 123 (1921), revoked in I.T. 3452, 1941-1 Cum. Butt. 205, 
read as follows: 

“A taxpayer whose income is derived principally from investments in stocks and bonds 
may deduct as a business expense the rent of an office and the cost of clerical help if he 
can show in his return that such expense is ordinary and necessary within the meaning 
of section 214(a)1 of the Revenue Act of 1918.” 

See also 1.T. 1393, I-2 Cum. Butt. 83 (1922), modified in I.T. 3492, 1941-2 Cum. Butt. 
187, and S.M. 2463, III-2 Cum. Buty. 91 (1924), revoked in G.C.M. 22799, 1941-2 Cum. 
Butt. 185, ruling that trustees’ commissions are allowable deductions. 

#I.T. 2238, IV-2 Cum. Butt. 49 (1925), revoked in I.T. 3492, 1941-2 Cum. Butt. 187. 
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the maintenance of the estate and the production of income.’’* Thus, 
the two classifications of expenses now contained in section 23(a) (2) 
were clearly recognized by the Bureau: (1) expenses for the production 
or collection of income, and (2) expenses for the management, con- 
servation or maintenance of income-producing property.°® 

Apparently, however, the announced policy of the Bureau was vagrantly 
applied, for a conflict appeared among the Circuit Courts of Appeals on 
the question whether expenses for the management of securities were 
deductible as “trade or business” expenses, and the Supreme Court settled 
the question by its decision in Higgins v. Commissioner * that the manage- 
ment of a taxpayer’s securities did not constitute a trade or business. The 
effect of this decision was to deny to investors the deduction of expenses 
incurred in producing taxable income, thus creating an inequitable situa- 
tion which the earlier Bureau rulings had sought to avoid. An amend- 
ment to the Internal Revenue Code therefore became necessary to sanction 
non-business deductions. 

At hearings before the Committee of Ways and Means on the Revenue 
Bill of 1941, the Higgins case and the fact that it required a taxpayer 
to pay a tax on gross rather than on net income was called to the 
attention of the Committee.* However, the bill, as reported to and 


5]7.T. 2751, XIII-1 Cum. Butt. 43 (1934), revoked in I.T. 3452, 1941-1 Cum. Butt. 
205. See also, I.T. 2579, X-2 Cum. Buty. 129 (1931), revoked in I.T. 3452, 1941-1 
Cum. Butt. 205. 

6 In 1934, the Bureau announced that even though a taxpayer was not engaged in a 
trade or business, custodian fees and other expenses “with respect to the management, 
protection and handling of properties producing taxable income” were deductible. See 
Letter of Deputy Commissioner to Committee of Banking Institutions on Taxation, 
(1934) CCH Fed. Tax Serv., par. 6035. 

7312 U.S. 212 (1941). 

8 See 1 Hearings Before Committee on Ways and Means, Revenue Revision of 1941, 
77th Cong., Ist Sess., pp. 165-172. The Higgins case is often referred to by the courts 
as being directly responsible for the enactment of the non-business deductions amendment. 
See, e.g., McDonald v. Commissioner, 323 U.S. 57, 61 (1944) ; Bowers v. Lumpkin, 140 F. 
(2d) 927, 928 (C.C.A. 4th, 1944), cert. denied, 322 U.S. 755 (1944); Helvering v. 
Stormfeltz, 142 F. (2d) 982, 983 (C.C.A. 8th, 1944); Samuel E. Jacobs, P-H_ T.C. 
Memo. Dec., par. 43,171 (Apr. 13, 1943). Two Supreme Court cases decided soon 
after the Higgins case confirmed the need for the new legislation. City Bank Farmers 
Trust Co. v. Helvering, 313 U.S. 121 (1941) (trustee managing investments held not 
engaged in business) ; Pyne v. United States, 313 U.S. 127 (1941) (executor conducting 
similar activities held not engaged in business). 

Actually, even before the Higgins case, there had been.a movement astir for an amend- 
ment to permit the deduction of non-trade and non-business expenses. In 1938, a Sub- 
committee of the Committee on Ways and Means of the House, finding that under then 
existent law, some expenses attributable to the collection or production of taxable income 
were not permitted as deductions because deductible expenses were limited by statute 
to those incurred in carrying on a trade or business, “recommended that a deduction be 
permitted under Section 23 of the Revenue Act of 1936 for expenses not attributable to 
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passed by the House, contained no provision for the deduction of non- 
trade or non-business expenses. But when the bill came up for debate 
on the floor of the Senate, the Higgins case was again mentioned, and 
an amendment was offered to permit deduction, under section 23(a) (1) 
of the Internal Revenue Code, of ordinary and necessary expenses in- 
curred “in caring for and conducting the business of the taxpayer.” ° 
This proposed amendment was accepted by the Senate, but in the Com- 
mittee on Conference, the Senate receded on the amendment with the 
understanding that it would be considered in a later bill.?° 

In the following year when hearings on the Revenue Bill of 1942 were 
held, the Secretary of the Treasury pointed out to the Committee on 
Ways and Means that this was the first revenue bill of the war, and that 
it was imperative to eliminate, in so far as possible, then existing in- 
equities which distorted the tax burden of certain taxpayers.** In 
accordance with this policy, Randolph Paul, Tax Adviser to the Secretary, 
recommended that it would be equitable to provide for the deduction of 
expenses incurred in the production of non-trade or non-business income.”? 


the taxpayer’s trade or business, but immediately and directly incurred in the collection 
or production of amounts included in gross income, limited to fifty percent of the amount 
collected or produced.” Action on this recommendation apparently was postponed until 
inquiry could be made of the States having similar provisions in their income tax laws. 
See 1 Hearings Before Committee on Ways and Means, Revenue Revision of 1941, 77th 
Cong., Ist Sess., pp. 165, 172. 

® The amendment, offered by Senator Adams of Colorado, provided: “Section 23(a) (1) 
of the Internal Revenue Code is amended by inserting after the words ‘taxable year’ the 
words ‘in caring for and conducting the business af the taxpayer.’” Cong. Rec. 77th 
Cong., Ist Sess., vol. 87, Part 7, p. 7346 (1941). 

10 See Conference Report on H.R. 5417, H.R. Rep. No. 1203, 77th Cong., 1st Sess., 
p. 12 (1941-2 Cum. Butt. 509, 512): 

“This amendment amends Section 23(a) (1) of the Internal Revenue Code by inserting 
after the words ‘taxable year’ the words ‘in conserving and conducting the business affairs 
of the taxpayer.’ The conferees have deferred action on the merits of this amendment 
with the understanding that it will be considered in a later bill dealing with administrative 
matters. They were advised by the Treasury Department that wherever possible final 
decision by the Bureau of Internal Revenue on issues arising in the Higgins v. Smith 
[sic] decision would be deferred pending such later legislation. The Senate recedes.” 
The reference to Higgins v. Smith is apparently a mistaken reference to Higgins v. 
Commissioner, as Higgins v. Smith, 308 U.S. 473 (1940), did not involve any issue of 
deduction of expenses. 

11 See 1 Hearings Before Committee on Ways and Means, Revenue Revision of 1942, 
77th Cong., 2d Sess., p. 10. 

12 See id., p. 88. Mr. Paul’s statement follows: 

“(a) Investment Expenses—Under existing law taxpayers are allowed to deduct 
expenses incurred in connection with a trade or business. Non-trade or non-business 
income, however, is also subject to tax. It would therefore be equitable to provide for 
the deduction of expenses incurred in the production of such non-trade or non-business 
income. If the committee approves this suggestion, the change should be made applicable 
to all prior years, subject, of course, to the statute of limitations and like restrictions.” 
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The Committee on Ways and Means concurred in the recommendation 
of the Treasury Department ** and the bill was reported to the floor of 
the House containing the present provision for deduction of non-trade or 
non-business expenses.** The bill was enacted into law as the Revenue 
Act of 1942, with section 121(a) authorizing the deduction “in the case 
of an individual” ** of all the “ordinary and necessary expenses paid or 
incurred during the taxable year for the production or collection of 
income, or for the management, conservation or maintenance of property 
held for the production of income.” *® 

Section 121(b) ** of the Act disallowed non-business expenses allocable 
to tax exempt interest, section 121(c) ** provided for the deduction of 
depreciation on property held for the production of income, and section 
121(d) * and section 121(e) *° provided for the retroactive application 
of the amendments made by section 121. Section 161 * provided that 
amounts deductible in computing the net estate of a decedent shall not 


13 See H.R. Rep. No. 2333, 77th Cong., 2d Sess., pp. 46, 74-76 (1942-2 Cum. Bu tt. 372, 
410, 429). 

14 Section 118(a) (2), H.R. 7378 (H.R. Rep. No. 2333), 77th Cong., 2d Sess., pp. 35-36. 
The amendment was favorably received on the floor of the House. See Cong. Rec., 77th 
Cong., 2d Sess., vol. 88, Part 5, p. 6376. 

At a hearing before the Senate Committee on Finance, a taxpayer interest proposed an 
amendment to allow deductions for the ordinary and necessary expenses paid or incurred 
“for the production, collection or management of income.” This proposal was made in 
order “to clarify the amendment so as to permit the deduction of costs for annual audits 
of income and disbursements, the preparation of income tax returns, and salaries of 
employees handling reinvestment income, all of which come within the proper scope and 
function of the amendment, but which we feel should be more specifically included in 
order to avoid an ambiguity.” See 2 Hearings Before Committee on Finance, Revenue 
Act of 1942, 77th Cong., 2d Sess., p. 2233. But the Committee reported the bill to the 
Senate without this proposed amendment to the section. See Sen. Rep. No. 1631, 77th 
Cong., 2d Sess., pp. 87, 88 (1942-2 Cum. Butt. 504, 570). 

15 The term “individual” comprehends estates and trusts, in view of the provision of 
Section 162 of the Internal Revenue Code that “the net income of the estate or trust 
shall be computed in the same manner and on the same basis as in the case of an individual. 
Corporations, however, are excluded from the benefits of section 23(a)(2). A recom- 
mendation that the section should cover corporations as well as individuals was rejected. 
See 2 Hearings Before Committee on Finance, Revenue Act of 1942, 77th Cong., 2d Sess., 
p. 1734. 

16 Section 121(a) added section 23(a) (2) to the Internal Revenue Code. 

17 Amending I.R.C. §24(a) (5). 

18 This section amended I.R.C. § 23(1), to provide for the deduction of the usual al- 
lowances for depreciation “of property held for the production of income.” 

19 “The amendments made by this section shall be applicable to taxable years beginning 
after December 31, 1938.” 

20“For the purposes of the Revenue Act of 1938 or any prior revenue Act the 
amendments made to the Internal Revenue Code by this section shall be effective as if 
they were a part of such revenue Act on the date of its enactment.” 

21 Section 161 of the Revenue Act of 1942 added section 162(e), Internal Revenue Code. 
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be allowed as a deduction in computing the net income of the estate 
unless such deduction is waived for estate tax purposes. 

The Treasury Regulations were amended by T.D. 5196” to conform 
to the 1942 Act by the addition of Section 19.23(a)-15 to Regulations 
103. The same provisions were continued in Section 29.23(a)-15 of the 
current Regulations 111. One minor amendment was made to these 
Sections of the Regulations in 1944,%* and a recent amendment, T.D. 
5513,** contains important changes. 


PRODUCTION OR COLLECTION OF INCOME 


Section 23(a)(2) makes provision for deduction of two kinds of 
expenses, those for “production or collection of income,” and those for 
the “management, conservation, or maintenance of property held for the 
production of income.” The legislative history, as well as the Regulations, 
emphasize that these two classifications are separate and distinct. While 
the courts in some cases have allowed deductions without indicating 
which classification applied, merely citing the statute or quoting the 
language of both classifications,*® in the main, deductions have been 
labelled by the courts as falling in either one classification or the other. 

Neither the nature of expenses “for the production or collection of 
income” nor the difference between “production” and “collection” is 
explained in the Regulations as amended.” The cases hold that any 
direct expense for the actual collection of taxable income is deductible as 
an expense for the “collection of income,” such as litigation expenses for 
the collection of royalties,” travel and other expenses for the purpose of 
cashing coupons,”* attorneys’ fees and travel expenses for the purpose of 


22 1942-2 Cum. Butt. 96. 

23 T.D. 5331, Int. Rev. Buty. 1944-4, p. 4. See note 67, infra. 

24IntT. Rev. Butv. 1946-11, p. 3. 

25 See Walter S. Heller, 2 T.C. 371 (1943), aff'd, 147 F. (2d) 376 (C.C.A. 9th, 1945), 
cert. denied, 325 U.S. 868 (1945) ; R. C. Coffey, 1 T.C. 579, 589 (1943), aff'd, 141 F. (2d) 
204 (C.C.A. 5th, 1944); Myrhl Frost, P-H T.C. Memo. Dec., par. 43,155 (Mar. 31, 
1943) ; Edward G. Acheson, P-H T.C. Memo. Dec., par 43,163 (Apr. 9, 1943). 

26 The Regulations, before amendment by T.D. 5513, dated May 14, 1946, listed as 
examples of expenses for the production or collection of income, fees for collecting rents 
on property and fees for collecting interest and dividends on securities. Reg. 111, Sec. 
29.23(a)-15. These examples were given in the provisions dealing with expenses of 
executors and administrators. In connection with revamping those provisions, T.D. 5513 
eliminated them completely and substituted new provisions not containing any examples 
of collection or production expenses, Nevertheless, the examples given in the provisions 
stricken out by the amendment are still proper illustrations. 

27In Re Pierce Estates, Inc., et al.. 3 T.C. 875 (1944) (Acq.). 

28 Andrew Jergens, P-H T.C. Memo. Dec., 43,322 (June 30, 1943). 
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collecting sweepstakes winnings,”® and litigation expenses for recovery 
of copyright infringement damages.*° 

But deductible expenses for the collection of income are not limited 
to expenses of direct collection. In defining “income” generally for the 
purposes of section 23(a)(2), the Regulations state that it includes 
income which may be realized in later years.** And so litigation expenses 
which result in establishing the taxpayer’s right to one-sixth of the 
income of a trust rather than one-eighth of its income, are deductible 
as an expense for the collection of income.** Similarly, litigation expenses 
for the successful defense of a suit for removal of the taxpayer as an 
executor are deductible because of their relation to the taxpayer’s 
continued compensation as executor.** 

What constitutes an expense for the production of income as dis- 
tinguished from an expense for the collection of income is not clear. 
The courts have given it little consideration beyond labelling some 
expenses as for collection of income, some as for production of income, 
and some as expenses “for the production or collection of income.” * 
That no clear distinction has appeared is apparent from the similarity of 
expenses which have been given different classifications by the courts. 
Expenses which have been held to be “for the production of income” 
include attorneys’ fees for the preparation of a deed on the sale of real 
estate,*° expenses for a campaign to sell securities,*° and attorneys’ fees 
for the preparation of papers covering the termination of a trust and for 


29 Harry Kanelos, P-H T.C. Memo. Dec., 43,429 (Sept. 21, 1943). 

30 Jack Rosenzweig, 1 T.C. 24 (1942). 

31“The term ‘income’ for the purpose of section 23(a)(2) comprehends not merely 
income of the taxable year but also income which the taxpayer has realized in a prior 
taxable year or may realize in subsequent taxable years; and is not confined to recurring 
income but applies as well to gains from the disposition of property.” Reg. 111, Sec. 
29.23 (a)-15. 

82 Stella Elkins Tyler, 6 T.C. 135, No. 18, CCH T.C. Dec. 14,948 (1946) (Acq.). 
See also, Estate of William J. Garland, P-H T.C. Memo. Dec., par. 43,339 (July 2, 
1943) (deduction of attorneys’ fees for reformation of trust whereby percentage of 
income payable to taxpayer was increased.) 

33 See Annie Laurie Crawford, 5 T.C. 91, No. 10, CCH T.C. Dec. 14,562. 

84 The following cases held expenses deductible as incurred “for the production or 
collection of income”: Raymond M. Hessert, P-H T.C. Dec., par. 43,187 (Apr. 22, 
1943) (attorneys’ fees for negotiating and drafting contract for the payment of royalties 
to the taxpayer in exchange for license rights); Walter S. Heller, 2 T.C. 371 (1943), 
aff'd, 147 F. (2d) 376 (C.C.A. 9th, 1945), cert. denied, 325 U.S. 868 (1945) (litigation 
expenses in suit by dissenting stockholder for value of stock); Estate of F. C. 
Bartholomew, 4 T.C. 349 (1944) ; Charles N. Manning, 3 T.C. 853 (1944), aff’d, 148 F. 
(2d) 821 (C.C.A. 6th, 1945). 

85 James S. Floyd, P-H T.C. Memo. Dec., par. 43,421 (Sept. 17, 1943). 

86 William J. Laidlaw, P-H T.C. Memo. Dec., par. 44,278 (Aug. 12, 1944). 
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the preparation of a custodian’s agreement.*’ Such expenses are all 
similar to deductions which have been allowed by the courts as expenses 
“for the collection of income.” ** 

The most extensive consideration yet given to the meaning of the 
term “production of income” is found in the minority opinion in the 
Supreme Court’s decision in McDonald v. Commissioner.*® The taxpayer 
in that case had been appointed to an interim judgeship, and in the course 
of an unsuccessful campaign for re-election to a full ten-year term, he 
incurred the customary expenses of advertising, printing, travelling, and 
an “assessment” by his political party organization. He sought to deduct 
these campaign expenses either as business expenses under section 
23(a)(1)(A) of the Internal Revenue Code or as non-business expenses 
for the production or collection of income under section 23(a)(2).*° 
The case resulted in a 5 to 4 decision against the taxpayer. Justice 
Frankfurter wrote a closely reasoned opinion for the majority,** and 
Justice Black wrote a trenchant opinion for the four dissenters.** 

The Court’s opinion that the expenses could not be deducted as business 
expenses in the course of carrying on the taxpayer’s business of holding 
judicial office ** was based upon two grounds: first, that there was no 
proximate relation between the expenses and his trade or business as 
carried on at the time the expenses were incurred, since the campaign 
contributions “were not expenses incurred in being a judge but in trying 
to be a judge for the next ten years,” ** and second, that an established 
public policy prohibited the deduction of campaign expenses. As to section 
23(a) (2), the majority was of the opinion that it did not apply because 
the taxpayer’s expenses did not relate to “non-business” income. The 
expenses were, therefore, not regarded as non-business expenses. More- 
over, the majority felt strongly that nothing in section 23(a)(2) was 
meant to reverse what it considered the established public policy against 
the deductibility of political campaign expenses. 


87 Cynthia K. Herbst, P-H T.C. Memo. Dec., par. 43,309 (June 26, 1943). 

88 Charles N. Manning, 3 T.C. 853 (1944), aff'd, 148 F. (2d) 821 (C.C.A. 6th, 1945), 
and cases cited in note 32, supra. 

89 323 U.S. 57 (1944). 

40 The taxpayer also urged a third ground, that since he lost the election, the campaign 
expenses constituted a loss incurréd in a “transaction entered into for profit.” This 
contention was given short shrift by the Court. 

41 Chief Justice Stone and Justices Frankfurter, Roberts, Jackson, and Rutledge. 
Justice Rutledge concurred in the result only. 

42 Justices Black, Reed, Douglas and Murphy. 

48 Section 48(d), Internal Revenue Code, provides: “The term ‘trade or business’ 
includes the performance of the functions of a public office.” 

44 323 U.S. at 60. 
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Justice Black expressed vigorous disagreement with the majority hold- 
ing that section 23(a)(2) did not apply. He considered it particularly 
illogical to deny that the non-business section applied on the ground that 
the expense was incurred in connection with a business and, on the other 
hand, to disallow the deduction as a business expense. And he flatly 
repudiated expression of a public policy against the deduction of necessary 
campaign expenses for the election of public officials. 

The minority took a broad view of the meaning of “expenses for the 
production of income.” To determine the deductibility of expenses 
claimed under this provision of the statute, Justice Black stated that only 
two questions needed to be determined: (1) “Were the expenses in- 
curred in an effort to produce income?” and (2) “Were these expenses, or 
part of them, ‘ordinary and necessary’ in connection with that effort?” “ 
Since the taxpayer's expenses were here incurred for the purpose of being 
re-elected to public office, the minority reasoned that they could be found 
to be incurred “in an effort to produce income.” This theory of what 
constitutes expenses for the production of income does not accord with 
provisions in the Regulations which prohibit not only deductions for 
campaign expenses, but also “expenses in seeking employment or in plac- 
ing oneself in a position to begin rendering personal services for com- 
pensation,” “bar examination fees,” and like expenditures.“ Obviously, 
all of these expenses are incurred in an effort ultimately to produce 
income. However, such income when produced may be “business in- 
come,” just as the income which the taxpayer in the McDonald case 
sought to produce would have been business income. That factor, in the 
opinion of the majority, would operate to deny the deduction of such 
expenses. But in view of the fact that two Justices *° of the majority are 
no longer members of the Court, there is ground for speculation as to 
whether the majority opinion will long remain law. Moreover, the 
strongly debated moral and public policy issue relating to political con- 
tributions is a factor which renders the case of doubtful authority on the 
other issues involved. There is room to doubt that, if the moral issue 
were not present, the same result would have been reached. This may 
tend to explain the fact that the case has been cited quite infrequently. 

Whether actual production or collection of income is required for the 
allowance of a deduction of expenses “for the production or collection 
of income” was not discussed in the dissenting opinion in the McDonald 
case. Since the taxpayer there was defeated in the election campaign, 

45 323 U.S. at 66. 


45a Reg. 111, Sec. 29.23(a)-15. 
46 Chief Justice Stone and Justice Roberts. 
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the campaign expenses failed to produce any income, and the minority 
opinion apparently assumed that “an effort to produce income” is sufficient 
to satisfy the statute without an actual production. 

The wording of the clause in the statute, “for the production or col- 
lection of income” *’ contains no real clue as to whether income must 
actually be’realized as the result of the expenses incurred. However, the 
Regulations indicate that income need not be actually produced, for they 
provide that an expense may be deducted if incurred for the production 
or collection of income which, “if and when realized,” will be required 
to be included in income for Federal income tax purposes. Also, in defin- 
ing the term “income,” the Regulations include income which the tax- 
payer “may realize” in later years.‘ A similar definition is contained in 
the Senate and House Committee Reports.** The House Report also 
states that deductions are allowed for an expense “in the pursuit of 
income.” *° The implication seems fairly clear that “the pursuit” need 
not be successful. This question has not been considered by the courts, 
although in determining whether the purpose of an expenditure was the 
production or collection of income, two cases denying deductions have 
referred to the fact that no income was actually produced or collected." 
However, some cases have allowed deductions “for the production or 
collection of income” where the facts do not indicate that any income 
was actually realized by the taxpayer.” 

The converse of this situation arises where the primary purpose of an 
expenditure is not the production of income as, for example, litigation 
expenses for the recovery of a capital asset, but where some taxable 
income is produced in the form of interest incidental to the recovery of 
damages. Here, although the motivating purpose of the expense is not 


47 The proposal made in 1938 for a non-business deductions amendment by the Sub- 
committee of the Committee on Ways and Means would have required actual production 
of income as a condition precedent to the allowance of a deduction. The recommendation 
was to allow deductions for expenses incurred “in the collection or production of amounts 
included in gross income, limited to fifty percent of the amount collected or produced.” 
See 1 Hearings Before Committee on Ways and Means, Revenue Revision of 1941, 77th 
Cong., Ist Sess., pp. 165, 172. 

47a See note 60, infra. 

48 Sen. Rep. No. 1631, 77th Cong., 2nd Sess., 1942-2 Cum. Butt. 504, 571; H.R. 
Rep. No. 2333, 77th Cong., 2nd Sess., 1942-2 Cum. Butt. 372, 430. 

49 H.R. Rep. No. 2333 supra, 1942-2 Cum. Butt. 372, 410. 

50 See J. H. Walker, P-H T.C. Memo. Dec., par. 43,524 (Dec. 27, 1943), aff'd, 
145 F. (2d) 602 (C.C.A. 6th, 1944); Estate of Edward W. Clark, 2 T.C. 676 (1943) 
(Acq.). 

51 Cynthia K. Herbst, P-H T.C. Memo. Dec., par. 43,309 (June 26, 1943) ; Raymond M. 
Hessert, P-H T.C. Memo. Dec., par. 43,187 (Apr. 22, 1943) ; James S. Floyd, P-H T.C. 
Memo. Dec., par. 43,421 (Sept. 17, 1943). 
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the production of income, nevertheless an allocable part of the expense 
is deductible on account of the incidental production of income.” The 
ratio of the expense deductible is that which the interest bears to the 
entire recovery.** This result may be explained upon the ground that 
although the primary purpose of the expense is not the production of 
income, yet there is an incidental purpose to produce income which is 
actually realized in the form of interest on the principal of the amount 
sought to be recovered. 

Thus, where the primary purpose of an expenditure is the production 
of income, the entire expense is deductible whether or not the litigation 
is successful. However, where the primary purpose of an expenditure is 
not the production of income, but there is an incidental purpose to 
produce income in the form of interest incidental to the main recovery, 
an allocable part of the expense is deductible in the case of successful 
litigation. Suppose, however, that in the latter case the litigation is 
unsuccessful, and no interest is recovered. Would an allocable part of 
the expenses be deductible, as in the case of successful litigation? Logi- 
cally the answer should be yes, because the incidental purpose of producing 
taxable income in the form of interest is present in both cases, and the 
actual production of income is not a requirement of a deductible expense. 
The practical difficulty is that there is no satisfactory basis of allocation 
in the case of unsuccessful litigation. When a suit is successful, the 
amount of interest recovered is definite and certain, and the allocation of 
a part of the litigation expenses to the interest recovered offers no problem. 
But when no recovery is made, the computation of interest could generally 
be determined only by conjecture as to the probable amount of principal 
recovery and as to the period for which interest would be computed. 
Accordingly, it would not be practicable to allow a deduction of part of 
the expenses incurred in unsuccessful litigation the primary purpose of 
which is not the production of income. The reason may be summed up 
by saying that the taxpayer is unable to offer any satisfactory basis of 
allocation in such case. Even where the taxpayer has actually recovered 
interest and claims deduction of an allocable part of litigation expenses 


52 Helvering v. Stormfeltz, 142 F. (2d) 982 (C.C.A. 8th, 1944). 

58 This result was also reached in a number of cases where expenses incurred for the 
refund of taxes were held to be non-deductible, except for that part of the expenses 
which was allocable to interest actually recovered. See cases cited in note 104, infra. 
The Regulations, before their recent amendment, specifically provided for the deduction 
of those tax expenses “properly allocable to the recovery of interest required to be 
included in income,” although denying the deduction of other expenses of recovering 
taxes. However, as amended by T.D. 5513, dated May 14, 1946, the Regulations allow 
the deduction of all expenses incurred in the determination of income tax liability. See 
discussion, infra. 
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for its recovery, if he fails to prove the amount of interest received, the 
deduction is not permitted because of failure to prove a basis for 
allocation.™* 

Sport, hobby and recreation expenses are disallowed by the Regula- 
tions, if the expenses are incurred in “transactions” which are carried 
on “primarily as a sport, hobby, or recreation.” °° An example of an 
expense of that sort would be one incurred in the operation of a farm °° 
or a racing stable’ maintained primarily for recreational or hobby 
purposes. However, the fact that the Regulations use the term “transac- 
tions” would indicate that each particular transaction can be judged by 
its own primary purpose rather than solely by the character of the enter- 
prise as a whole. To illustrate, a taxpayer operating a racing stable 
primarily as a sport or hobby enters a horse in a race, but after winning 
the race, is compelled to sue in order to collect the purse. Since the 
primary purpose of the particular transaction is the collection of income, 
the litigation expenses would appear to be deductible. Thus, the expenses 
of a particular transaction may be deductible even though the transaction 
occurs in the carrying on of a sport, hobby or recreation. 

An expense “for the production or collection of income” need not be 
antecedent to the production of the income sought; it may be an expense 
subsequent to that production. The requirement of the Regulations that 
an expense bear “a reasonable and proximate relation” to the production 
or collection of income is satisfied if the expense bears such a relation 
to a transaction which has already produced income. An illustration is 


54 See James S. Floyd, P-H T.C. Memo. Dec., par. $3,421 (Sept. 17, 1943) ; cf. Waters 
F. Burrows, P-H T.C. Memo. Dec., par. 43,200 (Apr. 30, 1943); Claire S. Strauss, 
P-H T.C. Memo. Dec., par. 43,217 (May 7, 1943); Joseph Hexter, P-H T.C. Memo. 
Dec., par. 44,399 (Dec. 8, 1944). 

55 “Capital expenditures, and expenses of carrying on transactions which do not consti- 
tute a trade or business of the taxpayer and are not carried on for the production or 
collection of income or for the management, conservation, or maintenance of property 
held for the production of income, but which are carried on primarily as a sport, hobby, 
or recreation are not allowable as nontrade or nonbusiness expenses. The question whether 
or not a transaction is carried on primarily for the production of income or for the 
management, conservation, or maintenance of property held for the production or col- 
lection of income, rather than primarily as a sport, hobby, or recreation, is not to be 
determined solely from the intention of the taxpayer but rather from all the circumstances 
of the case, including the record of prior gain or loss of the taxpayer in the activity, the 
relation between the type of activity and the principal occupation of the taxpayer, and 
the uses to which the property or what it produces is put by the taxpayer.” Reg. 111, 
Sec. 29.23(a)-15. 

56 See 4 MertENS, LAw or FepERAL INCOME TAXATION § 25.108 (1942). Even where 
a farm is operated exclusively for pleasure or recreation, if the expenses are in excess of 
the receipts, the receipts need not be reported as taxable income. See Reg. 111, Sec. 
29.23 (a)-11. 

57 The cases are reviewed in G.C.M. 21103, 1939-1 Cum. Buty. 164. 
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found in Charles N. Manning,®* where the taxpayer had earned a capital 
gain on the sale of stock, and incurred expenses in subsequent tax liti- 
gation relating to that transaction. Since the original transaction was 
entered into for the production of income, the litigation arising out of 
that transaction was held to be proximately related to the production or 
collection of income, and the expense was deductible. Accordingly, 
while an expense may not be incurred directly for the production of 
income, it may nevertheless be proximately related to, or may proximately 
result from, an effort to produce income, in which case it is deductible. 


PROPERTY HELD FOR THE PRODUCTION OF INCOME 


The second class of expenses allowed as a deduction by section 23(a) (2) 
are those incurred “for the management, conservation, or maintenance of 
property held for the production of income.” In connection with this class 
of expenses, there must first be a determination as to whether the property 
to which the expenses relate constitutes “property held for the production 
of income.” Ordinarily, little difficulty is encountered in making this 
determination. The Regulations take a liberal view of the matter, inter- 
preting the statute to include property held for the purpose of realizing 
capital gain on a sale, as well as property expected to produce recurring 
income. Even property never expected to produce any income upon sale 
or otherwise but held merely to “minimize a loss” is recognized by the 
Regulations as included within the meaning of the statute.°° Typical 


583 T.C. 853 (1944), aff'd, 148 F. (2d) 821 (C.C.A. 6th, 1945). This case arose 
before the recent amendment to the Regulations allowing the deduction of all expenses 
incurred “in the determination of liability” for income taxes. See injra. 

59 See William A. Falls, 7 T.C. No. 10, CCH T.C. Dec. 15,202 and Harold K. Hoch- 
schild, 7 T.C. No. 12, CCH T.C. Dec. 15,214, in which allocable deductions were allowed 
for litigation expenses incurred in defending the right to retain royalties and dividends 
previously collected. 

60 “The term ‘income’ for the purpose of section 23(a)(2) comprehends not merely 
income of the taxable year but also income which the taxpayer has realized in a prior 
taxable year or may realize in subsequent taxable years; and is not confined to recurring 
income but applies as well to gains from the disposition of property. For example, if 
defaulted bonds, the interest from which if received would be includible in income, are 
purchased with the expectation of realizing capital gain on their resale, even though no 
current yield thereon is anticipated, ordinary and necessary expenses thereafter incurred 
in connection therewith are deductible. Similarly, ordinary and necessary expenses in- 
curred in the management, conservation, or maintenance of a building devoted to rental 
purposes are deductible notwithstanding that there is actually no income therefrom in 
the taxable year, and regardless of the manner in which or the purpose for which the 
property in question was acquired. Expenses incurred in managing, conserving or main- 
taining property held for investment may be deductible under this provision even though 
the property is not currently productive and there is no likelihood that the property will 
be sold at a profit or will otherwise be productive of income and even though the property 
is held merely to minimize a loss with respect thereto.” Reg. 111, Sec. 29.23(a)-15. 
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examples of “property held for the production of income” which have 
been recognized by the courts are: stocks, bonds, and other securities ; * 
property held by trustees ; * and real estate.°* However, even in the case 
of ordinary investments, the taxpayer is required to prove that any 
particular property is held for the statutory purpose, as that fact will not 
be assumed without proof.® 

Residence properties have received special consideration in the Regula- 
tions. Property used by the taxpayer as a residence is, of course, not 
held for the production of income, but a former residence which is 
rented to another party is held for that purpose. However, the status of 
a residence before actual rental or sale is not so easy of determination. 
The Regulations originally required such property to be actually “rented 
or otherwise appropriated to income-producing purposes by some affirma- 
tive act.” °° While this provision was in effect, actual rental was required, 
although the taxpayer had abandoned the premises as a residence.* In 
1944, the Regulations were amended to provide that a former residence 
of the taxpayer is considered as property held for the production of 
income if it is “held by the taxpayer as rental property.” Actual rental 





61 See Low v. Nunan, 154 F. (2d) 261, 264 (C.C.A. 2d, 1946); Estate of F. C. 
Bartholomew, 4 T. C. 439 (1944); Amelia EF. Collins, P-H T.C. Memo. Dec., par. 
44,079 (Mar. 13, 1944) (Acq.); Andrew Jergens, P-H T.C. Memo. Dec., par. 43,322 
(June 30, 1943) ; James C. Coughlin, 3 T.C. 420 (1944) ; William P. Toms, P-H T.C. 
Memo. Dec., par. 46,062 (Apr. 13, 1946). 

62 Trust of Bingham v. Comm’r, 325 U.S. 365 (1945). 

63 See A. D. Amerise, 1 T.C. 1108 (1943) ; Anna C. Newberry, P-H T.C. Memo. Dec., 
par. 45,077 (Feb. 27, 1945); W. E. Buck, P-H T.C. Memo. Dec., par. 43,332 (July 8, 
1943); Charles S. McVeigh, 3 T.C. 1246, 1256 (1944), reh. denied, P-H T.C. Memo. 
Dec. 45,023 (Jan. 18, 1945). 

64 See Cynthia K. Herbst, P-H T.C. Memo. Dec., par. 43,309 (June 26, 1943) ; Walker 
v. Comm’r, 145 F. (2d) 602 (C.C.A. 6th, 1944). 

The property must, of course, be held by the taxpayer, and not by another party. 
Aldo R. Balsam Trust, P-H T.C. Memo. Dec., par. 44,368 (Nov. 17, 1944). But cf. 
Frederick B. Rentschler, 1 T.C. 814 (1943) (trustees’ commissions deductible by grantor 
where trust income taxable to him on doctrine of Clifford case). 

65 The full provision before amendment reads as follows: Ordinary and necessary 
expenses in connection with the management, conservation, or maintenance of property 
used as a residence by the taxpayer or acquired by him for such use are not deductible, 
even though the taxpayer makes efforts to sell the property at a profit or to convert it 
to income-producing purposes, and even though the property is not occupied by the 
taxpayer as a residence, unless prior to the time that such expenses are incurred the 
property has been rented or otherwise appropriated to income-producing purposes by 
some affirmative act and has not been reconverted.” Reg. 111, Sec. 29.23(a)-15. 

66 Ezra Winter, P-H T.C. Memo. Dec., par. 42,671 (Dec. 22, 1942) (unsuccessful efforts 
to rent held insufficient). But see Mary L. Robinson, 2 T.C. 305 (1943) (Acq.) (former 
residence offered for rent or sale). 

67 T.D. 5331, Int. Rev. Bute. 1944-4, p. 4, dated February 9, 1944, amended the earlier 


provision to read as follows: 
“Ordinary and necessary expenses paid or incurred in connection with the manage- 
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of a former residence is therefore no longer required.. However, even 
before the amendment, actual rental was not considered necessary if the 
taxpayer had never occupied the premises as a residence.** Residence 
property held for sale is also regarded by the courts as held for the pro- 
duction of income, provided that it is not actually used by the taxpayer 
as a residence, because of the purpose to realize capital gain.°° The same 
tests are used in applying section 23(1) of the Internal Revenue Code,” 
allowing depreciation on property held for the production of income.” 

An unliquidated claim for damages, such as a general claim for em- 
bezzlement, although property in the form of a chose in action, is not 
regarded as property held for the production of income.”* However, 
specific property held by the taxpayer for the production of income, such 
as stocks or bonds, should logically retain its character under the statute, 
even though embezzled, provided that the taxpayer asserts his right to 
the return of the specific property embezzled. 

Property held for the production of income is not required to be held 
for that purpose alone in order to meet the statutory requirement, but 
may be held for additional purposes as well. This was the result reached 
by the Supreme Court in Trust of Bingham v. Commissioner."* There 
property was held by trustees, and during the term of the trust it was 
admittedly held for the production of income. But the particular expenses 


ment, conservation, or maintenance of property held for use as a residence by the tax- 
payer are not deductible. However, ordinary and necessary expenses paid or incurred in 
connection with the management, conservation or maintenance of property held by the 
taxpayer as rental property are deductible even though such property was formerly held 
by the taxpayer for use as a home.” 

68 See W. E. Buck, P-H T.C. Memo. Dec., par. 43,332 (July 8, 1943). 

69 See Anna C. Newberry, P-H T.C. Memo. Dec., par. 45,077 (Feb. 27, 1945); Mary 
L. Robinson, 2 T.C. 305 (1943) (Acq.). An offer to sell is without significance, how- 
ever, if the taxpayer continues occupancy. Wei! v. United States (1944) P-H, par. 
62,428 (S.D.N.Y., 1944). The same is true of an offer to rent the property. Charles S. 
Guggenheimer, P-H T.C. Memo. Dec., par. 43,432 (Sept. 22, 1943). 

70 This section was amended by section 121(c) of the Revenue Act of 1942 to allow 
depreciation on “property held for the production of income.” 

71 Eleanor Saltonstall, 2 T.C. 1099 (1943), rev'd on other grounds, 148 F. (2d) 396 
(C.C.A. Ist, 1945) ; Mary L. Robinson, 2 T.C. 305 (1943) (Acq.). 

72 Helvering v. Stormfeltz, 142 F. (2d) 982 (C.C.A. 8th, 1944). The court said, at 
p. 984: “Respondent at the inception of the litigation had an unliquidated claim against 
his guardian for the money alleged to be due. He had a long and laborious struggle to 
recapture or recover what had been taken from him by his guardian. He was compelled 
to establish his right to recover by protracted litigation and with the establishment of 
this right he recovered what had been taken from him. He did not, however, seek to 
pursue or fasten a claim upon any specific property, but instead he brought an action at 
law to recover damages. The claim, to be sure, was property, a chose in action, but it 
was not in the nature of property ‘held for the production of income.’ ” 

73 325 U.S. 365 (1945). 
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involved were incurred after the expiration of the stated term of the 
trust, when the property held was ready for distribution. The Circuit 
Court of Appeals was of the opinion that, because of this status of the 
property, it was no longer held for the production of income.”* This 
holding was reversed by the Supreme Court which relied upon the continu- 
ing “duty of the trustees to hold and conserve the trust property, and until 
distribution, to receive income from it.” The fact that the property 
was held for the additional purpose of distribution was considered to have 
no significance. 


MANAGEMENT, CONSERVATION AND MAINTENANCE 


While the Regulations do not explain the nature of expenses for the 
“management, conservation, or maintenance of property held for the 
production of income,” they do give examples of deductible expenses 
which, upon analysis, would normally fall within that classification. Such 
examples are expenses for investment counsel, custodian fees, clerical 
help, office rent, and “similar expenses,” “* and expenses for the services 


7 Comm’r v. Kenan, 145 F. (2d) 568 (C.C.A. 2d, 1944). 

75 “Tt is true that expiration of the trust operated to change the beneficiaries entitled to 
receive the income of the trust property, from those entitled to the income during the 
term of the trust to the remaindermen. But the duty of the trustees to hold and conserve 
the trust property, and until distribution, to receive income from it, continued. The 
property did not cease to be held for the production of income because, upon the expira- 
tion of the trust and until distribution, the trustees were under an additional duty to 
distribute the trust fund, or because the trustees, upon distribution, were then accountable 
to new and different beneficiaries, the residuary legatees, both for the principal of the 
fund and any income accumulating after the expiry date. To exclude from the deduction 
privilege, expenses which the Tax Court has held to be expenses of management of the 
trust, on the ground that the trust fund, upon the expiration of the trust, ceased to be 
‘held for the production of income’ would be to disregard the Tax Court’s findings of 
fact and the words of the statute, and would defeat its obvious purpose.” 325 U.S. at 373. 

76 This provision of Section 29.23(a)-15 of Regulations 111 reads as follows: 

“Fees for services of investment counsel, custodian fees, clerical help, office rent, and 
similar expenses paid or incurred by a taxpayer in connection with investments held by 
him are deductible under section 23(a) (2) only if (1) they are paid or incurred by the 
taxpayer for the production or collection of income, or for the management, conservation, 
or maintenance of investments held by him for the production of income; and (2) they 
are ordinary and necessary under all the circumstances, having regard to the type of 
investment and to the relation of the taxpayer to such investment.” 

The following cases have allowed deductions for investment counsel fees: Andrew 
Jergens, P-H T.C. Memo. Dec., par. 43,322 (June 30, 1943); Amelia E. Collins, P-H 
T.C. Memo. Dec., par. 44,079 (Mar. 13, 1944) ; Estate of Winifred L. Milner, P-H T.C. 
Memo. Dec., par. 43,055 (Jan. 30, 1943) ; Elma M. Williams, 3 T.C. 200 (1944) (Acq.) ; 
Edward Mallinckrodt, 2 T.C. 1128 (1943), aff'd on other grounds, 146 F. (2d) 1 
(C.C.A. 8th, 1945), cert. denied, 324 U.S. 871 (1945). 

Custodian fees were allowed in Edward Mallinckrodt, supra, Cynthia K. Herbst, P-H 











—— 
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of a guardian or committee for a ward or minor.” However, as to the 


different meanings of the three terms, management, conservation, and 
maintenance, the Regulations afford no clue whatsoever. 

The concept of “management” has been given a wide and liberal inter- 
pretation by the Supreme Court in Trust of Bingham v. Commissioner.” 
In addition to tax litigation expenses, the case involved expenditures for 
legal advice in connection with annual payments to a legatee and in con- 
nection with the distribution of the trust estate upon the termination of 
the trust. The Circuit Court of Appeals disallowed these expenses, reason- 
ing that they related to “distribution” rather than management. The 
court remarked that only “by an extremely liberal interpretation” could 
services in connection with distribution be regarded as coming within the 
meaning of the word “management.” *® Reversing this decision, the 
Supreme Court pointed out that the trustee’s duty of distribution was 
one of the duties of “administering the trust,” and was “an integral part 
of carrying out the trust enterprise.” *° The Court therefore held that 
the costs of distribution were expenses of “management” of the trust 
property. The rationale of the Court thus appears to have been that the 
ordinary and necessary expenses of a fiduciary in carrying out the usual 
duties of administering property held by him are deductible as expenses 
of “management” of that property. 

While the Regulations at that time did not mention expenses of dis- 


T.C. Memo. Dec., par. 43,309 (June 26, 1943), and M. A. P. Coolidge, CCH T.C. Dec. 
12,923-F (Memo. op., Dec. 31, 1942). 

Deductions for the cost of clerical and secretarial help in managing investments have 
been allowed in the following cases: Barbara S. Kirkland, P-H T.C. Memo. Dec., par. 
42,599 (Nov. 19, 1942), rev’d on other grounds in Stoddard v. Comm’r, 1:1 F. (2d) 76 
(C.C.A. 2d, 1944) ; Edward Mallinckrodt, supra; Ezra Winter, P-H T.C. Memo. Dec., 
par. 42,671 (Dec. 22, 1942); Frederick B. Rentschler, 1 T.C. 814 (1943). 

Office rent and expenses were allowed as a deduction in Edward G. Acheson, P-H T.C. 
Memo. Dec., par. 43,163 (Apr. 9, 1943) and Estate of Winifred L. Milner, P-H T.C. 
Memo. Dec., par. 43,055 (Jan. 30, 1943). 

The costs of accountants’ and bookkeepers’ services were allowed in Ezra Winter, supra, 
and Edward Mallinckrodt, supra. 

77 “Reasonable amounts paid or incurred for the services of a guardian or committee 
for a ward or minor, and other expenses of guardians and committees which are ordinary 
and necessary, in connection with the production or collection of income inuring to the 
ward or minor, or in connection with the management, conservation, or maintenance of 
property, held for the production of income, belonging to the ward or minor, are 
deductible.” Reg. 111, Sec. 29.23(a)-15. 

Fees and commissions for the services of a guardian were held allowable in Spear v. 
Gagne, 49 F. Supp. 263 (D.N.H. 1943). 

78 325 U.S. 365 (1945). 

79 Reported sub. nom. Comm’r v. Kenan, 145 F. (2d) 568 (C.C.A. 2d, 1944). 

80 325 U.S. at 375. 
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tributing trust property," they did specifically disallow expenses of ad- 
ministrators and executors “in distributing the remaining assets to the 
beneficiaries.” ** Arguing by analogy to this provision of the Regulations, 
the Government took the position that the distribution expenses of trustees 
should also be disallowed. The provision in the Regulations with respect 
to executors and administrators was taken from the Report of the Com- 
mittee on Ways and Means.** But the Supreme Court pointed out that 
the statement made in the Committee Report was “in explanation of the 
Congressional purpose to prevent the specified administration expenses 
from being deductible both for income and estate taxation.” ** This 
purpose, the Court noted, was accomplished by virtue of section 161 (a) 
of the Revenue Act of 1942,*° which provides that amounts allowable as 
a deduction in computing the net estate of a decedent shall not be allowed 
as a deduction under section 23(a)(2) in computing net income of the 
estate unless waivers relating to the estate tax deductions are filed. The 
Court thus cast doubt upon the validity of the Regulations with respect 
to the deductibility of distribution expenses of executors and administra- 
tors. As a result of the decision of the Supreme Court in the Bingham 
case, the Treasury Department on May 14, 1946, amended the Regulations 
to provide for the deduction of ordinary and necessary expenses incurred 





81 The Regulations with regard to trustees’ expenses provided: “Reasonable amounts 
paid or incurred by a trustee on account of trustees’ fees and other expenses which are 
ordinary and necessary in connection with the production or collection of trust income 
or with the management, conservation, or maintenance of trust property held for the 
production of income are deductible, notwithstanding that the trust is not engaged in a 
trade or business.” Reg. 111, Sec. 29.23(a)-15. 

82 “Expenditures incurred by an administrator or executor in securing the processes 
and orders of the court having jurisdiction over the probate of the estate, or in collecting 
the assets of the estate (other than income which, if and when realized, must be reported 
by the estate for income tax purposes), or in adjusting claims against the decedent, or 
in distributing the remaining assets to the beneficiaries, or in conserving the assets for 
ultimate distribution to the parties entitled thereto, are not deductible under this section.” 
Reg. 111, Sec. 29.23(a)-15. 

83 The House Report stated, “Expenses incurred by an administrator or executor in 
the administration of the estate of a decedent, such, for example, as expenses in securing 
the processes and orders of the court having jurisdiction over the probate of an estate, 
or in adjusting claims against the estate, or in distributing remaining assets to the 
beneficiaries, are not deductible under this section.” H.R. Rep. No. 2333, 77th Cong., 
Ist Sess., 1942-2 Cum. But. 372, 430. 

84 325 U.S. at 375. 

85 Adding section 162(e) to the Internal Revenue Code: 

“Amounts allowable under section 812(b) as a deduction in computing the net estate 
of a decedent shall not be allowed as a deduction under section 23, except subsection (w), 
in computing the net income of the estate unless there is filed, within the time and in the 
manner and form prescribed by the Commissioner, a statement that the items have not 
been claimed or allowed as deductions under section 812(b) and a waiver of the right 
to have such items allowed at any time as deductions under section 812(b).” 
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by a fiduciary “in connection with the performance of the duties of 
administration” of both estates and trusts.*° 

In further defining “management” expenses, the Court in the Bingham 
case announced a broad rule to the effect that they included any expenses 
which “were a proximate result of the holding of the property for 
income.” ** This definition of “management” would include expenses for 
investment counsel, custodian fees, clerical help, office rent and similar 
expenses, mentioned above which the Regulations hold allowable without 
indicating in which classification they fall.** Similarly, non-capital ex- 
penses in connection with the sale of property held for the production of 
income would constitute expenses of “management,” since they proxi- 
mately result from the holding of such property.*® And litigation expenses 


86 The amendment relating to fiduciaries provides: 

“Reasonable amounts paid or incurred by the fiduciary of an estate or trust on account 
of administration expenses, including fiduciaries’ fees and expenses of litigation, which 
are ordinary and necessary in connection with the performance of the duties of administra- 
tion are deductible under this section, notwithstanding that the estate or trust is not 
engaged in a trade or business, except to the extent that such expenses are allocable to 
the production or collection of tax-exempt income. But see section 29.162-1 for dis- 
allowance of such deductions to an estate where such items are claimed as a deduction 
under section 812(b) in computing the net estate subject to the estate tax.” T.D. 
5513, Int. Rev. Buti. 1946-11, p. 3. All of the earlier provisions relating to expenses 
of administrators, executors, trustees, receivers and trustees in bankruptcy were stricken 
from the Regulations by this amendment. In addition, the amendment deleted that part 
of Section 29.24-2 of Regulations 111, which provided: “Expenses of the administration 
of an estate, such as court costs, attorneys’ fees, and executors’ commissions, are charge- 
able against the corpus of the estate and are not allowable deductions.” 

The above quoted language of the amended Regulations has been recently applied to 
allow the deduction of administration expenses of the committee for an incompetent. 
Kohnstamm y. Pedrick, (1946) P-H par. 72,556 (S.D.N.Y., 1946). The case involved 
litigation expenses incurred in a proceeding brought by the committee in the New York 
Supreme Court seeking instructions as to whether the incompetent should exercise his 
right of election under section 18 of the New York Decedent Estate Law to take a 
one-third share of his deceased wife’s estate as in intestacy. 

87“The Tax Court could find as a matter of fact, as it did, that the expenses of 
contesting the income taxes were a proximate result of the holding of the property for 
income.” 325 U.S. at 376. Although the Court was dealing with tax litigation expenses, 
the rule would appear to be equally applicable to all ordinary and necessary expenses 
which are “a proximate result of the holding of property for income.” 

88 “Expenditures for insurance or repairs, or expenditures of a similar nature’ would 
also qualify as management expenses uader the Supreme Court’s definition. Before 
amendment, the Regulations specified these expenses as allowable deductions of executors 
and administrators. Reg. 111, Sec. 29.23(a)-15. Although these provisions have been 
deleted by the amendment made in T.D. 5513 (note 86, supra), the amendment is obviously 
broad enough to include such deductions. 

Ordinary maintenance costs of a building held for the production of income were held 
deductible in the following cases: W. E. Buck, P-H T.C. Memo. Dec., par. 43,332 
(July 8, 1943); Mary L. Robinson, 2 T.C. 305 (1943) (Acq.); Anna C. Newberry, 
P-H T.C. Memo. Dec., par. 45,077 (Feb. 27, 1945). 

89 See William P. Toms, P-H T.C. Memo. Dec., par. 46,062 (Mar. 13, 1946) ; Walter S. 
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in connection with the defense of an action for breach of contract for 
such sale would also qualify as management expenses.*® However, not 
every expense in connection with investment property is deductible under 
the rule of the Bingham case. For example, the expense of establishing 
a trust for the taxpayer’s children could hardly be said to result proxi- 
mately from the holding of property for the production of income.” 
Rather, such expense is incident to making a gift, like that of transferring 
one-half of the taxpayer’s property to his wife.” 

Whether expenses connected with income taxes constitute a deductible 
expense of management was a question frequently litigated and beset with 
much doubt before the amendment of the Regulations on May 14, 1946, 
which provided that, “Expenses paid or incurred by an individual in the 
determination of liability for taxes upon his income are deductible.” ” 
This provision covers a wide range of income tax expenses, including 
outlays for attorneys’ and accountants’ fees for tax advice, preparation 
of returns, representation on adjustments and settlements with the taxing 
authorities, resisting proposed deficiency assessments, and suits for the 
refund of taxes. The amendment, which repealed prior provisions of the 
Regulations denying deductions for tax expenses, came as the result of 
the Supreme Court’s decision in Trust of Bingham v. Commissioner.” 
The trustees there sought to deduct attorneys’ fees for services rendered 
in contesting a proposed income tax deficiency assessment. The trustees 
conceded that the expenses were not related to the “production or collec- 
tion of income,” maintaining that they were for the “management, con- 





Heller, 2 T.C. 371 (1943), aff'd, 147 F. (2d) 376 (C:C.A. 9th, 1945), cert. denied, 325 
U.S. 868 (1945); cf. Margery K. Megargel, 3 T.C. 238 (1944) (Acq.). 

90 William P. Toms, supra note 89. 

91 See R. C. Coffey, 1 T.C. 579, 589 (1943), aff'd on other grounds, 141 F. (2d) 204 
(C.C.A, 5th, 1944). But cf. Estate of William J. Garland, P-H T.C. Memo. Dec., par. 
43339 (July 2, 1943) (expenses of reformation of a trust to increase the taxpayer’s 
interest as beneficiary were allowed.) 

92 See John W. Willmott, 2 T.C. 321, 327 (1943). 

93 “Expenses paid or incurred by an individual in the determination of liability for 
taxes upon his income are deductible. If property is held by an individual for the pro- 
duction of income, amounts expended in determining a property tax imposed with respect 
to such property during the period when so held are deductible. Expenses paid or in- 
curred by an individual in determining or contesting any liability asserted against him 
do not become deductible, however, by reason of the fact that property held by him for 
the production of income may be required to be used or sold for the purpose of satisfying 
such liability. Thus, expenses paid or incurred by an individual in the determination of 
gift tax liability, except to the extent that such expenses are allocable to interest on a 
refund of gift taxes, are not deductible, even though property held by him for the 
production of income must be sold to satisfy an assessment for such tax liability or 
even though, in the event of a claim for refund, the amount received will be held by 
him for the production of income.” T.D. 5513, Int. Rev. But. 1946-11, p. 3. 

94 325 U.S. 365 (1945). 











1946] DEDUCTION OF NON-TRADE OR NON-BUSINESS EXPENSES 59 


servation, or maintenance of property held for the production of income.” 
The Government relied upon the Regulations which specifically disallowed 
tax expenses “for the purpose,” among other things, “of resisting a pro- 
posed additional assessment of taxes.” °° The Supreme Court held these 
provisions of the Regulations to be inconsistent with the statute, because 
of their denial that tax expenses could be considered expenses of manage- 
ment of property held for the production of income. By analogy to section 
23(a)(1) of the Internal Revenue Code, providing for deduction of 
business expenses, the Court applied the rule of Kornhauser v. United 
States ** that an expense is deductible if directly connected with or 
proximately resulting from the “enterprise.” Here the enterprise was 
considered to be “the management of property held for the production of 
income,” and the tax litigation expenses were deemed to “proximately 
result” from the management of that property. The Court went on to 
state a broader rule that such expenses were deductible because they were 
“a proximate result of the holding of the property for income.” % 
Between the date of the Bingham decision and the date of the amend- 
ment of the Regulations, the Circuit Court of Appeals for the Second 
Circuit allowed deductions for income tax litigation expenses in two cases, 
Williams v. McGowan * and Stoddard v. Commissioner,”* not involving 
trusts. In neither case did the Court point out the relation of the tax 
litigation to any particular acts of “management” or to the holding of 
property for income, but simply relied upon the Bingham case for the 
allowance of the expenses.*°® Apparently, these opinions were decided 


95 The Regulations, before amendment, provided: 

“Expenditures incurred for the purpose of preparing tax returns (except to the extent 
such returns relate to taxes on property held for the production of income), for the 
purpose of recovering taxes (other than recoveries required to be included in income), 
or for the purpose of resisting a proposed additional assessment of taxes (other than 
taxes on property held for the production of income) are not deductible expenses under 
this section, except that part thereof which the taxpayer clearly shows to be properly 
allocable to the recovery of interest required to be included in income.” Reg. 111, Sec. 
29.23(a)-15. 

96 276 U.S. 145 (1928). 

97 325 U.S. at 376. 

98 152 F. (2d) 570 (C.C.A. 2d, 1945). 

99 152 F. (2d) 445 (C.C.A. 2d, 1945), overruling the Court’s earlier decision in Stoddard 
v. Comm’r, 141 F. (2d) 76 (C.C.A. 2d, 1944). 

100 Tn Williams v. McGowan, supra note 98, the opinion of the District Court, which 
was reversed (58 F. Supp. 692, W.D.N.Y. 1944) reveals that the expenses were incurred 
for the successful suit for a refund on account of losses sustained on certain gas rights 
and lease holdings. It might be said that the claiming of such losses for income tax 
purposes constitutes an act of management of the property involved. See Howard E. 
Cammack, 5 T.C. 467 (1945) (Acq.) in which such a theory was developed. 

In Stoddard v. Comm’r, supra note 99, the Government’s brief admitted error, stating 
that the case bore no discernible distinction from the Bingham case. 
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upon the ground that any income tax expenses are deductible, irrespective 
of their relation to management, and irrespective of the source of the 
income taxed. These cases in reality go beyond the Bingham case, for 
there the Supreme Court required at least a showing that the expenses 
related to taxes upon income realized from property held for the production 
of income. 

The amended Regulations, which allow all expenses “paid or incurred 
by an individual in the determination of liability for taxes upon his in- 
come,” are more liberal than the view expressed in the Bingham case, 
but they are in harmony with the Williams and Stoddard cases. Income 
tax expenses of an individual are now allowable whether or not they bear 
any demonstrated relation to the management of property held for the 
production of income or to income produced by such property. Two years 
before the Regulations were amended, a taxpayer urged this result upon 
the Circuit Court of Appeals for the First Circuit, but it was held that 
such a ruling would not be warranted by the statute.*** One may wonder, 
therefore, whether the present Regulations do not exceed the authority 
of section 23(a) (2). 

The previous Regulations dealt with specific tax expenses incurred for 
preparing tax returns, for recovering taxes, and for resisting proposed 
additional assessments.**? In disallowing these expenses, the Regulations 
proceeded upon the theory that such expenses could never be proximately 
related to the production or collection of income or to the management 
of property held for the production of income except in two specified 
cases: (a) where the tax involved was “on property held for the pro- 
duction of income,” *°* and (b) where the expense resulted in, and was 
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101 Higgins v. Comm’r, 143 F. (2d) 654 (C.C.A. Ist, 1944), aff’g, Aldus C. Higgins, 
2 T.C. 948 (1943). 

102 See note 95 supra. The only kind of tax expense not dealt with in the original 
Regulations was that for tax advice, which is similar to the expense of preparing tax 
returns. But tax advice often relates to matters not directly connected with the prepara- 
tion of returns, and to that extent the Regulations did not prohibit the deduction of its 
cost, provided that it concerned the “management” of property held for the production 
of income. In Andrew Jergens, P-H T.C. Memo. Dec., par. 43,322 (June 30, 1943), the 
court sustained the deductibility of fees for advice on minimizing an individual’s taxes in 
connection with a corporate merger. In minimizing taxes, the court said, “it is obvious 
that he [the taxpayer] is ‘conserving’ and ‘maintaining’ his property.” No reference was 
made to the Regulations. But some cases, under the original Regulations, denied 
deduction of expenses for. tax advice. See Higgins v. Comm’r, 143 F. (2d) 654 (C.C.A. 
Ist, 1944) ; Don A, Davis, 4 T.C. 329 (1944), aff'd, 151 F. (2d) 441 (C.C.A. 8th, 1945) ; 
cf. Joseph Hexter, P-H T.C. Memo. Dec., par. 44,399 (Dec. 8, 1944). 

103 Accountants’ fees for adjustment of local tax assessments on intangibles held for 
investment were allowed as deductions under section 23(a)(2) on the ground that the 
adjustment constituted an act of “management.” R. C. Coffey, 1 T.C. 579 (1943), aff’d 
on other grounds, 141 F. (2d) 204 (C.C.A. 5th, 1944). 
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allocable to, the refund of interest or other recovery~ “required to be 
included in income.” *%* 

The denial by the original Regulations that expenses for the prepara- 
tion of tax returns, for resisting proposed deficiencies, or for recovering 
taxes could constitute expenses of “management” of property held for the 
production of income was, of course, a very narrow view of the meaning 
of the statute. This interpretation was probably influenced by the fact 
that the outcome of an income tax dispute between the taxpayer and 
the Government would affect neither the yield of investments held by the 
taxpayer nor their appreciation in value." That the Tax Court viewed 
the Regulations as an unduly restrictive interpretation of the statute 
became apparent as soon as cases involving such expenses were con- 
sidered. Although before the Regulations were held invalid in the 
Bingham case, the Tax Court frequently denied deductions for fees paid 
for the preparation of tax returns,’ for resisting proposed deficiencies,’ 
and for tax refund litigation,** it repeatedly made pointed remarks to 
the effect that the particular tax expense under consideration was not 
allowable because of failure of proof that the expense bore a relation to 


104 That part of the expenses paid for the refund of income taxes which was allocable 
to interest recovered was allowed as a deduction in a number of cases. The allocation 
was made by applying the ratio of interest to total recovery to the total expenses. See 
Percival E. Foerderer, P-H T.C. Memo. Dec., par. 43,102 (Feb. 7, 1943), aff’d on other 
grounds, 141 F. (2d) 53 (C.C.A. 3d, 1944) ; Cynthia K. Herbst, P-H T.C. Memo. Dec., 
par. 43,309 (June 26, 1943); James L. C. McFaddin, 2 T.C. 395, 411 (1943), modified 
on other grounds, 148 F. (2d) 570 (C.C.A. 5th, 1945) ; Samuel Thorne, P-H T.C. Memo. 
Dec., par. 44,323 (Oct. 6, 1944). The allocable part of such expenses would, of course, 
be for the production or collection of taxable income. See discussion supra. 

105 See Comm’r v. Kenan, 145 F. (2d) 568, 570 (C.C.A. 2d, 1944), rev’d sub nom. 
Trust of Bingham vy. Comm’r, 325 U.S. 365 (1945). 

Under this restrictive interpretation, only those expenses “which resulted, or were 
intended to result, in the acquisition of taxable income” were considered deductible. 
See Stoddard v. Comm’r, 141 F. (2d) 76, 80 (C.C.A. 2d, 1944), overruled on a later 
appeal, Stoddard v. Comm’r, 152 F. (2d) 445 (C.C.A. 2d, 1945). In its first decision the 
Court indicated that to allow tax litigation expenses as a deduction would be to encourage 
such litigation, a policy regarded as not intended by Congress. 

106 John H. Hord, P-H T.C. Memo. Dec., par. 43,283 (June 9, 1943), aff’d, 143 F. 
(2d) 73 (C.C.A. 6th, 1944) ; Frank G. Hogan, 3 T.C. 691 (1944) ; Ralph J. Green, 3 T.C. 
74 (1944), rev'd on other grounds in Comm’r v. Green, 148 F. (2d) 157 (C.C.A. 9th, 
1945) and Nunan v. Green, 146 F. (2d) 352 (C.C.A. 8th, 1945) ; Don A. Davis, 4 T.C. 
329 (1944), aff'd, 151 F. (2d) 441 (C.C.A. 8th, 1945). 

107 Cynthia K. Herbst, P-H T.C. Memo. Dec., par. 43,309 (June 26, 1943); John W. 
Willmott, 2 T.C. 321 (1943); Edward Peterson, P-H T.C. Memo. Dec., par. 45,130 
(Apr. 16, 1945). 

108 James S. Floyd, P-H T.C. Memo. Dec., par. 43,421 (Sept. 17, 1943); Frank G. 
Hogan, 3 T.C. 691 (1944) ; Samuel Thorne, P-H T.C. Memo. Dec., par. 44,199 (June 7, 
1944) ; James L. C. McFaddin, 2 T.C. 395 (1943), modified on other grounds, 148 F. 
(2d) 570 (C.C.A. 5th, 1945). 
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the “management” of investment property.*” The Circuit Court of 
Appeals for the Sixth Circuit, while denying a particular tax expense 
deduction, called the validity of the Regulations into question by con- 
ceding that cases might arise in which the deduction of income tax liti- 
gation expenses would be permissible.*° Such statements indicated a 
disagreement with the theory of the Regulations that tax expenses could 
not be considered management expenses. In three cases, the Tax Court, 
without mention of the Regulations, allowed the deduction of tax expenses 
upon finding that they were ordinary and necessary in connection with 
the production or collection of income, or with the management of prop- 
erty held for the production of income.** 

During the period between the decision of the Supreme Court in the 
Bingham case, and the amendment of the Regulations, the Tax Court 
rendered six opinions on the deductibility of tax expenses under section 
23(a)(2). In five of these cases, the Tax Court, unlike the Circuit Court 
of Appeals for the Second Circuit,’** continued to insist upon some 
definite, albeit slight, relation between a managerial function and the tax 
expenses permitted to be deducted.** However, in the latest of these 





109 See ¢.g., John W. Willmott, 2 T.C. 321, 327 (1943); Don A. Davis, 4 T.C. 329, 
(1944), aff'd, 151 F. (2d) 441 (C.C.A. 8th, 1945); Samuel Thorne, P-H T.C. Memo. 
Dec., par. 44,199 (June 7, 1944); cf. Cynthia K. Herbst, P-H T.C. Memo. Dec., par. 
43,309 (June 26, 1943); John H. Hord, P-H T.C. Memo. Dec., par. 43,283 (June 9, 
1943), aff'd, 143 F. (2d) 73 (C.C.A. 6th, 1944); Estate of Hunt Henderson, P-H T.C. 
Memo. Dec., par. 43,505 (Dec. 14, 1943), rev'd on other grounds, 147 F. (2d) 619 
(C.C.A. 5th, 1945). 

In one case the Tax Court went so far as to misstate the Regulations, saying that they 
disallowed “the deduction of expenditures of preparing tax returns not relating to property 
held for the production of income.” James S. Floyd, P-H T.C. Memo. Dec., par. 43,421 
(Sept. 17, 1943). 

110 Hord v. Comm’r, 143 F. (2d) 73, 76 (C.C.A. 6th, 1944). 

111 Myrhl Frost, P-H T.C. Memo. Dec., par. 43,155 (Mar. 31, 1943) (fees for the 
preparation of income tax returns); Charles N. Manning, 3 T.C. 853 (1944), aff'd, 
148 F. (2d) 821 (C.C.A. 6th, 1945) (Litigation expenses in resisting a proposed trans- 
feree assessment were allowed on the ground that since the original transaction, a sale 
of investment property, was proximately related to the production or collection of income, 
litigation arising out of the transaction involving its tax consequences also related to the 
production or collection of income) ; Trust of Bingham, 2 T.C. 853 (1943), rev’d sub nom. 
Comm’r v. Kenan, 145 F. (2d) 568 (C.C.A. 2d, 1944), rev’d in Trust of Bingham v. 
Comm’r, 325 U.S. 365 (1945). 

112 See discussion supra. 

118Jn Herbert Marshall, 5 T.C. No. 126, CCH T.C. Dec. 14,819 (1945), expenses for 
litigation before the Board of Tax Appeals were considered necessary “to conserve com- 
munity income.” In Philip D. Armour, 6 T.C. No. 51, CCH T.C. Dec. 15,010 (1946), the 
cost of litigation to contest a proposed transferee assessment and of tax advice on various 
problems was deemed to “have a bearing upon the management, conservation, or main- 
tenance of . . . property held for the production of income.” In Howard E. Cammack, 
5 T.C. 467, CCH T.C. Dec. 14,680 (1945) (Acq.), the taking of a deduction for the worth- 
lessness of stock was held an act of “management,” and the litigation expenses of a tax 
dispute resulting from that act were deemed allowable expenditures. The case has evoked 
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opinions, William Heyman,'* the Tax Court allowed the deduction of 
accountants’ fees for services rendered at conferences with Bureau of 
Internal Revenue representatives, without any proof as to the source of 
the income, the nature of the income tax dispute, or its relation to property 
held for the production of income. While the decision is in accord with 
the later amendment of the Regulations, three judges *** filed a vigorous 
dissent pointing out that the statutory requirements could not be met 
without a showing that the tax dispute had some relation either to the 
production of income or to the holding of property for income. They 
argued that such showing could not be made with respect to expenses 
incurred in some income tax disputes, for example, disputes concerning 
the deductibility of expenses for defending suits for damages for personal 
injuries, or concerning an exemption for the head of a family, or the 
number of the taxpayer’s dependents. The dissenting judges would ob- 
viously regard the amendment to the Regulations, which indiscriminately 
allows the deduction of all income tax expenses, as unwarranted by the 
statute. 

The amended Regulations fail to distinguish between business income 
and non-business income, but allow the deduction of all expenses paid by 
an individual in the determination of liability for taxes “upon his income.” 
Apparently, it is assumed that all taxable income is either business income 
or non-business income. As to business income, expenses in connection 
with determining tax liability thereon are deductible,* though not under 
section 23(a)(2), which deals only with non-business income. As to 
non-business income, the amendment is seemingly based upon the assump- 
tion that it has resulted either from “the production or collection of 
income” or from the “management, conservation, or maintenance of 
property held for the production of income.” It is then further assumed 
that expenses for the determination of tax liability on such income 
proximately result from such activities. 

There are, however, as pointed out by the dissent in the William 
Heyman case, instances where the income tax controversy has no proxi- 
mate relationship to “the production or collection of income” or to the 


the comment that “the mere semblance of relationship to a managerial function will be 
ground enough for the allowance of a deduction.” See (1945) 1 Tax L.’Rev. 105, 106. 
The Cammack case was followed in James A. Connelly, 6 T.C. No. 96, CCH T.C. Dec. 
15,080 (1946), involving similar facts. 

In Ernest Smith, CCH T.C. Dec. 14,939 (M) (Memo. op. Jan. 8, 1946), accountants’ 
fees for preparing income tax returns and for settling an income tax controversy were dis- 
allowed for failure of proof connecting the expenses with any function of management. 

1146 T.C. No. 104, CCH T.C. Dec. 15,101 (1946). 

115 Judges Disney, Arnold and Kern. 

116 Kales v. Comm’r, 101 F. (2d) 35 (C.C.A. 6th, 1939) ; Estate of Henry N. Brawner, 
36 B.T.A. 884 (1937) (Acq.) ; Caroline T. Kissel, 15 B.T.A. 1270 (1929) (Acq.). 
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“management” of income-producing property. An additional instance is 
afforded by the case of John W. Willmoit,"" in which the taxpayer had 
transferred one-half of his property to his wife for tax reduction pur- 
poses and then resisted a proposed income tax deficiency assessment based 
upon the asserted invalidity of that transfer. The expenses of that litiga- 
tion obviously were unrelated to the production or coilection of income 
or to the management of property held for the production of income, and 
for that reason, the deduction was denied under section 23(a)(2) as a 
personal expense. However, under the amendment to the Regulations, 
these expenses are deductible because incurred in the determination of 
liability for income taxes. It is unnecessary to go behind the particular 
income tax expense to determine whether it meets the statutory require- 
ments. It is simply assumed that they are met, thereby obviating proof 
of the proximate relationship between the expense and “the production 
er collection of income” or “the management, conservation, or main- 
tenance of property held for the production of income.” However, in 
view of the probability in most cases that such proximate relationship is 
actually present, the amendment is perhaps justifiable on the ground of 
administrative expediency. 

In respect of expenses in determining taxes other than income taxes, 
the amendment to the Regulations is more specific and restrictive. The 
expenses of determining property taxes are deductible only if the property 
taxed “is held by an individual for the production of income” during the 
period for which the tax is imposed."** These provisions are similar to 
those contained in the original Regulations with respect to property 
taxes."*° The amendment also provides that gift tax expenses are not 
deductible, “except to the extent that such expenses are allocable to interest 
on a refund of gift taxes.” **° Such expenses would clearly not be 
proximately related to the management of property held for the production 
of income. 

The meaning of the term “conservation” has not been recognized as 
including any activities not included in “management.” Taxpayers have 
unsuccessfully sought to establish that an expense of defending against 
the imposition of a tax or of defending an action at law against the 
’ The theory upon which 


122 


taxpayer *** was an expense of “conservation.’ 


1172 T.C. 321 (1943). 

118 See note 93 supra. 

119 See note 95 supra. 

120 See note 93 supra. 

121 See John W. Willmott, 2 T.C. 321, 326 (1943) (deduction disallowed) ; Joseph 
Hexter, P-H T.C. Memo. Dec., par. 44,399 (Dec. 8, 1944) (deduction disallowed). 

122 See Samuel E. Jacobs, P-H T.C. Memo. Dec., par. 43,171 (Apr. 13, 1943) 
(deduction disallowed). 
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the argument was based was that the taxpayer in resisting the possible 
imposition of liens against property held for the production of income, 
was “conserving” that property. The argument has usually been re- 
jected,’ and the recent amendment to the Regulations specifically pro- 
vides that, “Expenses paid or incurred by an individual in determining or 
contesting any liability asserted against him do not become deductible, 
however, by reason of the fact that property held by him for the pro- 
duction of income may be required to be used or sold for the purpose of 
satisfying such liability.” *** The Regulations, however, give no indication 
as to the kind of activities denoted by “conservation.” 

The only case in which the Tax Court has allowed the deduction of an 
expense as one for “conservation,” without coupling that word with either 
“management” or “maintenance,” involved tax litigation expenses in 
connection with the worthlessness of stock.*** In but one case has a court 
attempted a definition of the word, and there “conservation” was limited 
to physical safeguards, such as safe deposit boxes for securities.’ 

Expenses of “maintenance” have been recognized in connection with 
buildings,*** but otherwise the distinction between “maintenance” on the 
one hand and “conservation” or “management” on the other, has not been 
considered by the courts. Generally, the three statutory words are quoted 


123 But see James A. Connelly, 6 T.C. No. 96, CCH T.C. Dec. 15,080 (1946), in which 
tax litigation expenses involving a deduction on account of the worthlessness of stock were 
held to be expenses for “conservation” of property. See also, Andrew Jergens, P-H 
T.C. Memo. Dec., par. 43,322 (June 30, 1943), in which the Tax Court held that the 
cost of legal advice on minimizing taxes was an expense of “conserving” and “main- 
taining” property. In Amelia E. Collins, P-H T.C. Memo. Dec., par. 44,079 (Mar. 13, 
1944), investment counsel fees were termed expenses of “management and conservation” 
of securities. 

124 T.D, 5513, Int. Rev. Buty. 1946-11, p. 3, amending Reg. 111, Sec. 29.23(a)-15. 
The amendment continues, “Thus, expenses paid or incurred by an individual in the 
determination of gift tax liability, except to the extent that such expenses are allocable 
to interest on a refund of gift taxes, are not deductible, even though property held by 
him for the production of income must be sold to satisfy an assessment for such tax 
liability or even though, in the event of a claim for refund, the amount received will be 
held by him for the production of income.” 

125 James A. Connelly, 6 T.C. No. 96, CCH T.C. Dec. 15,080 (1946). 

126 Bowers vy. Lumpkin, 140 F. (2d) 927 (C.C.A. 4th, 1944), cert. denied, 322 U.S. 
755 (1944). The case involved expenses of defending title to stock, the court holding 
that the expenditure was a capital one, and not an expense of “conservation.” Said the 
court, “But the term ‘conservation’ can be given effect if it is limited to expenses 
ordinarily and necessarily incurred during the taxable year for the safeguarding of the 
property, such as the cost of a safe deposit box for securities.” 140 F. (2d) at 929. 
But see Kenan v. Bowers, 48 F. (2d) 263, 266 (S.D.N.Y. 1930), aff'd, 50 F. (2d) 112 
(C.C.A. 2d, 1931), decided before the enactment of section 23(a)(2), in which the 
court said that the rental cost of a safe deposit box was expended “in the management of” 
income-producing property. 

127 See cases cited in notes 68 and 69 supra. 
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and considered together. And since the Supreme Court has established 
such a broad meaning for the word “management,” there is little prospect 
that taxpayers will need to rely in many instances upon possible distinctive 
meanings of the other two words. 
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ORDINARY AND NECESSARY EXPENSES 


In restricting allowable deductions under section 23(a) (2) to “ordinary 
and necessary” expenses, Congress used the same language as that used 
in connection with trade or business expenses. This would indicate that 
the same rules used in the determination of what is an “ordinary and 
necessary” business expense apply to non-business expenses. In con- 
firmation, the Regulations state that the use of the phrase in section 
23(a)(2) presupposes that deductible expenses “must be reasonable in 
amount and must bear a reasonable and proximate relation to the pro- 
duction or collection of taxable income or to the management, conserva- 
tion, or maintenance of property held for the production of income,” and 
that a deduction under this section is “subject to all the restrictions and 
limitations” that apply to business deductions except for the requirement 
of being incurred in carrying on a trade or business.’** Similar state- 
ments are made in the House and Senate Committee Reports on the 
Revenue Act of 1942.**° The effect of section 23(a) (2), as the Supreme 
Court has put it, was to provide for “a class of non-business deductions 
coextensive with the business deductions allowed by § 23(a)(1).” **° 

Accordingly, the deductibility of a non-business expense can often be 
determined by answering the question: If this expense were incurred in 
carrying on a business, would it be deductible under section 23(a) (1) ?* 
For example, where expenses have been incurred by an individual for the 
benefit of a corporation in which the taxpayer holds stock, the question 
whether such expenses are ordinary and necessary expenses of the taxpayer 
in the “management”’ of the stock is decided by referring to such business 
expense cases as Deputy v. DuPont** and Interstate Transit Lines v. 


128 Reg. 111, Sec. 29.23(a)-15. 

129 See H.R. Rep. No. 2333, 77th Cong., Ist Sess., 1942-2 Cum. Butt. 372, 430; Sen. 
Rep. No. 1631, 77th Cong., 2nd Sess., 1942-2 Cum. Butt. 504, 571. In Harry Kanelos, 
P-H T.C. Memo. Dec., par. 43,429 (Sept. 21, 1943), the Tax Court said that there is no 
“license” to assume that the words “ordinary and necessary” have a “different or extended 
meaning in the new context.” See also McDonald v. Comm’r, 323 U.S. 57, 62 (1944) ; 
Bowers v. Lumpkin, 140 F. (2d) 927, 929 (C.C.A. 4th, 1944), cert. denied, 322 U.S. 755 
(1944). 

180 See Trust of Bingham v. Comm’r, 325 U.S. 365, 374 (1945). 

131 See Davis v. Comm’r, 151 F. (2d) 441 (C.C.A. 8th, 1945); A. J. Rassenfoss, P-H 
T.C. Memo. Dec., 45,338 (Nov. 13, 1945). 

182 308 U.S. 488 (1940). 
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Commissioner,’** dealing with similar problems, and applying their ra- 
tionale.*** The technique of referring to business expense cases is similar 
in cases involving deductions whose allowance may run counter to public 
policy,*** such as campaign expenses of a candidate for public office,’** 
and expenses of an unsuccessful defense against disbarment proceed- 
ings.**’ Of course, in dealing with the standard of “ordinary and neces- 
sary,” the answer is often difficult of determination. The standard, as 
Justice Cardozo said, “is not a rule of law; it is rather a way of life. Life 
in all its fullness must supply the answer to the riddle.” *** 

Capital expenditures are also treated in the same way as if the individual 
were engaged in carrying on a business, and the tests for distinguishing 
ordinary and necessary expenses from capital expenditures are the same. 
The Regulations describing non-business capital expenditures *° are 
similar to those dealing with taxpayers engaged in business.**° Accord- 
ingly, deductions have been denied in cases involving non-business ex- 
penses for commissions paid in selling securities,“ for attorneys’ fees 
paid to clear title to stock,**” for legal expenses in defense of an action to 
invalidate a sale of stock to the taxpayer,*“* for attorneys’ fees paid in 


133 319 U.S. 590 (1943). 

134 See Low v. Nunan, 154 F. (2d) 261 (C.C.A. 2d, 1946); Aldo R. Balsam Trust, 
P-H T.C. Memo. Dec., par. 44,368 (Nov. 17, 1944); Raymond M. Hessert, P-H T.C. 
Memo. Dec., par. 43,187 (Apr. 22, 1943) ; cf. William J. Laidlaw, P-H T.C. Memo. Dec., 
par. 44,278 (Aug. 12, 1944); Estate of Hunt Henderson, P-H T.C. Memo. Dec., par. 
43,505 (Dec. 14, 1943), rev'd on other grounds, 147 F. (2d) 619 (C.C.A. 5th, 1945). 

135 For a general discussion of this question, see Note (1944) 54 Harv. L. Rev. 852; 
Lynch, Legal Expenses as Deductions from Income (1943) 12 Forp. L. Rev. 8, 13-32. 

136 Compare McDonald v. Comm’r, 323 U.S. 57 (1944). 

137 See Louis S. Levy, CCH T.C. Dec. 12,915 F (Memo. op., Dec. 17, 1942). 

188 See Welch v. Helvering, 290 U.S. 111, 115 (1933). 

139 “Expenditures incurred in defending or perfecting title to property, in recovering 
property (other than investment property and amounts of income which, if and when 
recovered, must be included in income), or in developing or improving property, consti- 
tute a part of the cost of the property and are not deductible expenses. Attorneys’ fees 
paid in a suit to quiet title to lands are not deductible; but if the suit is also to collect 
accrued rents thereon, that portion of such fees is deductible which is properly allocable 
to the services rendered in collecting such rents. Expenditures incurred in protecting or 
asserting one’s rights to property of a decedent as heir or legatee, or as beneficiary under 
a testamentary trust, are not deductible expenses.” Reg. 111, Sec. 29.23(a)-15. 

140 See Reg. 111, Sec. 29.24-2. 

141 Davis v. Comm’r, 151 F. (2d) 441 (C.C.A. 8th, 1945). But see Heller v. Comm’r, 
147 F. (2d) 376 (C.C.A. 9th, 1945), cert. denied, 325 U.S. 868 (1945); cf. William J. 
Laidlaw, P-H T.C. Memo. Dec., par. 44,278 (Aug. 12, 1944). 

142 Ernest Smith, CCH T.C. Dec., 14,939 (M) (Memo. op. Jan. 8, 1946) ; cf. Raymond 
M. Hessert, P-H T.C. Memo. Dec., par. 43,187 (Apr. 22, 1943). 

143 Bowers v. Lumpkin, 140 F. (2d) 927 (C.C.A. 4th, 1944), cert. denied, 322 U.S. 755 
(1944) ; cf. James C. Coughlin, 3 T.C. 420 (1944); A. J. Rassenfoss, P-H T.C. Memo. 
Dec., par. 45,338 (Nov. 13, 1945). But see Margery K. Megargel, 3 T.C. 238 (1944) 
(Acq.). 
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securing a loan to purchase property,*“* for attorneys’ fees paid in a suit 
to obtain greater rights for the taxpayer in a testamentary trust,*** and 
for litigation expenses in a suit for embezzlement and conversion.’ 
The prohibition in section 24 of the Internal Revenue Code against 
deductions of personal expenses applies to deductions sought under section 
23(a)(2). The Regulations, in stating various limitations, refer par- 
ticularly to those in section 24(a)(1), which deny deductions for “per- 
sonal, living, or family expenses,” and itemize a number of personal 
expenses.*** Nevertheless, taxpayers have attempted to use the non- 
business expense section as authority for the deduction of such expenses 
as commuter’s expenses,*** travelling expenses in search of employment,** 
the salary of a children’s nurse required to enable the taxpayer to accept 
employment,*® and the cost of renting a home for the taxpayer and his 
family to enable him to lease his own home to another party.*” In each 
case the deduction was denied. While personal expenses of this kind have 
always been disallowed, there was a tendency before the enactment of 
section 23(a)(2) to characterize all non-business expenses as personal, 
and many cases antedating the Revenue Act of 1942 are therefore of 





limited value. 


144 Sayers F. Harman, 4 T.C. 335 (1944) (Acq.). But see James S. Floyd, P-H T.C. 
Memo. Dec., par. 43,421 (Sept. 17, 1943) (attorney’s fee for drawing deed on sale of 
real estate held deductible). 

145G. C. McClees, P-H T.C. Memo. Dec., par. 45,019 (Jan. 16, 1945); but cf. Stella 
Elkins Tyler, 6 T.C. 135, CCH T.C. Dec. 14,948 (1946) (Acq.). 

146 Helvering v. Stormfeltz, 142 F. (2d) 982 (C.C.A, 8th, 1944) ; cf. Cynthia K. Herbst, 
P-H T.C. Dec., par. 43,309 (June 26, 1943). ‘ 

147 The Regulations state: 

“Except for the requirement of being incurred in connection with a trade or business, 
a deduction under this section is subject to all the restrictions and limitations that apply 
in the case of the deduction under section 23(a)(1)(A) of an expense paid or incurred 
in carrying on any trade or business. This includes restrictions and limitations contained 
in section 24... . 

“Among expenditures not allowable under section 23(a)(2) are the following: Com- 
muters’ expenses ; expenses of taking special courses or training; expenses for improving 
personal appearance; the cost of rental of a safe-deposit box for storing jewelry and 
other personal effects; and expenses such as expenses in seeking employment or in 
placing oneself in a position to begin rendering personal services for compensation, 
campaign expenses of a candidate for public office, bar examination fees and other 
expenses incurred in securing admission to the bar, and corresponding fees and expenses 
incurred by physicians, dentists, accountants, and other taxpayers for securing the right 
to practice their respective professions.” Reg. 111, Sec. 29.23(a)-15. 

148 Ralph D. Hubbart, 4 T.C. 121 (1944) (Acq.). 

149 Charles Axford Wood, P-H T.C. Memo. Dec., par. 44,215 (June 17, 1944). 

150 Mildred A. O’Connor, 6 T.C. No. 46, CCH T.C. Dec. 15,004 (1946). 

151 A. D, Amerise, 1 T.C. 1108 (1943). 
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LIMITATIONS ON NoNn-TRADE OR Non-BusiIness EXPENSES 


In some instances a taxpayer is so clearly entitled to a deduction, either 
as a business expense, or as a non-business expense, that the Tax 
Court has not specified whether the deduction is allowed under section 
23(a)(1)(A) or section 23(a)(2), stating merely that it is allowable 
and that it is unnecessary to determine whether the expense was incurred 
in carrying on any trade or business. For example, a taxpayer may claim 
a deduction for litigation expenses for the collection of royalties on oil 
and gas leases. In such a case the Tax Court has said that if the taxpayer 
was engaged in business, the expense was allowable under section 
23(a)(1)(A), if not, then it was allowable under section 23(a) (2), and 
that it was therefore unnecessary to decide whether the taxpayer was 
engaged in the oil and gas business.**? While in many cases it is not 
important whether an expense is deductible as a business expense or as a 
non-business expense, there are certain situations in which it does make 
a difference. And whenever that is so, the advantage usually lies in having 
a deduction allowed as a business expense. 

Provisions in the Internal Revenue Code favor business deductions over 
non-business deductions in the following respects : 

(a) Expenses allocable to tax-exempt interest are allowable if ax 
wise deductible as business expenses, but are not allowable if they are non- 
business expenses.*** The Tax Court, in a number of cases, has disallowed 
deductions under section 23(a) (2) insofar as they were expenses allocable 
to tax-exempt interest.’ 

(b) In computing net operating loss carry-backs and net operating loss 
carry-overs, non-business deductions are allowed only to the extent of 


152 Pierce Estates Inc., et al., 3 T.C. 875 (1944) (Acq.); see also, Estate of Winifred 
L. Milner, P-H T.C. Memo. Dec., par. 43,055 (Jan. 30, 1944) ; Abe Jackson, P-H T.C. 
Memo. Dec., par. 45,164 (May 8, 1945); Barbara S. Kirkland, P-H T.C. Memo. Dec., 
par. 42,599 (Nov. 19, 1942), rev’d on other grounds in Stoddard v. Comm’r, 141 F. (2d) 
76 (C.C.A. 2d, 1944). 

153 T.R.C. § 24(a) (5) provides: 

“(a) General Rule—In computing net income no deduction shall in any case be 
allowed in respect of—... 

(5) Any amount otherwise allowable as a deduction which is allocable to one or more 
classes of income other than interest (whether or not any amount of income of that class 
or classes is received or accrued) wholly exempt from the taxes imposed by this chapter, 
or any amount otherwise allowable under section 23(a) (2) which is allocable to interest 
(whether or not any amount of such interest is received or accrued) wholly exempt from 
the taxes imposed by this chapter.” 

154 aura Mae Corrigan, P-H T.C. Memo. Dec., par. 44,310 (Sept. 29, 1944), aff'd, 
(1946) P-H, par. 72,429 (C.C.A. 6th, 1946) ; Edward Mallinckrodt, 2 T.C. 1128 (1943), 
aff'd, 146 F. (2d) 1 (C.C.A. 8th, 1945), cert. denied, 324 U.S. 871 (1945); Cynthia K. 
Herbst, P-H T.C. Memo. Dec., par. 43,309 (June 26, 1943); Estate of William J. 
Garland, P-H T.C. Memo. Dec., par. 43,339 (July 2, 1943). 
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non-business income.*** Business expenses, on the other hand, are not 
subject to such limitation. 

(c) Deductions for bad debts, unless the debts are evidenced by securi- 
ties or unless the loss therefrom is incurred in a trade or business, are 
treated as short term capital losses in computing net income.**® 

Accordingly, well advised taxpayers, looking beyond the immediate 
issue, will not claim deductions indiscriminately as either business or 
non-business expenses, but will, in appropriate cases, submit proof of the 
business character of the expenses where the expenses are in fact connected 
with a trade or business. 





CoNCLUSION 


Section 23(a) (2) has set up a new class of deductions coextensive with 
business deductions. In interpreting this new section, the trend has been 
fairly uniform in the direction of liberality. The recent amendment to 
the Regulations has likewise been extremely liberal in allowing deductions. 
Those who incur non-business expenses are no longer saddled with the 
inequity of a tax on gross income, and the remedial purpose of the section 
has been amply realized. 





155. R.C. §122(d) (5) provides: 

“(a) Definition of Net Operating Loss—As used in this section, the term ‘net 
operating loss’ means the excess of the deductions allowed by this chapter over the 
gross income, with the exceptions, additions, and limitations provided in subsection (d). 

“(b) Amount of Carry-back and Carry-over—... 

“(d) Exceptions, Additions, and Limitations—The exceptions, additions, and limita- 
tions referred to in subsections (a), (b), and (c) shall be as follows: ... 

“(5) Deductions otherwise allowed by law not attributable to the operation of a trade 
or business regularly carried on by the taxpayer shall (in the case of a taxpayer other 
than a corporation) be allowed only to the extent of the amount of the gross income 
not derived from such trade or business. For the purposes of this paragraph deductions 
and gross income shall be computed with the exceptions, additions, and limitations 
specified in paragraphs (1) to (4) of this subsection.” 

156 T. R.C. § 23(k) (4) provides: 

“In computing net income there shall be allowed as deductions: 

“(k) Bad Debits—... 

“(4) Non-business debts—In the case of a taxpayer, other than a corporation, if a 
non-business debt becomes worthless within the taxable year, the loss resulting therefrom 
shall be considered a loss from the sale or exchange, during the taxable year, of a capital 
asset held for not more than 6 months. The term ‘non-business debt’ means a debt other 
than a debt evidenced by a security as defined in paragraph (3) and other than a debt the 
loss from the worthlessness of which is incurred in the taxpayer’s trade or business.” 
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Dissents and Concurrences 


Allocation of Income for Purposes of Corporate Taxation—Another 
View. In a recent article ' the Attorney General of New York discussed the 
decisional background defining the power of the states to allocate net income 
to themselves for purposes of their franchise taxes measured by net income, 
and in the light of that discussion outlined the new statutory provisions of 
his state governing the problem. In the course of his article the Attorney 
General announced a sweeping interpretation of the decisions, particularly 
Butler Bros. v. McColgan;? the interpretation is so sweeping, in fact, that 
if it is correct no successful attack on the application of the New York 
formula to the circumstances of a particular taxpayer could possibly be made. 
The expression of such views makes one wonder if history may not eventually 
repeat itself. 

Since the first use by a state of an allocation formula for purposes of 
determining how much of a corporation’s net income the state could reach 
for tax purposes, a running battle has been fought between states attempting 
to apply a fixed formula willy-nilly in all cases and taxpayers seeking to force 
the acceptance of their own separate accounting methods. The states have 
won most of the engagements. If I understand Mr. Goldstein correctly, he 
believes the battle is over in the franchise tax states and that present decisions 
establish the right of New York and the other states to apply the modern 
three-factor formula in all cases of a unitary business conducted in two or 
more states, regardless of the circumstances of the particular case. While 
that may possibly be an accurate forecast, the decisions to date do not support 
such a view, although they do properly place a heavy burden on the taxpayer 
seeking to resist a formula. 

The early cases involved simpler, less refined formulae. Underwood Type- 
writer Co. v. Chamberlain,’ involved a formula with but a single factor, 
property, so that net income was apportioned among the states in proportion 
to the portion of the taxpayer’s property which was owned in the respective 
states. The taxpayer attacked this formula as inherently arbitrary and as 
unconstitutional because it produced a different result than the taxpayer’s 
own crude separate accounting allocation, which attributed no income at all 
to the manufacturing process. The formula was upheld against this attack, 
the Supreme Court stating, among other things, that the question whether 
the tax was a franchise tax measured by net income or a tax on the net income 


1 Goldstein, Allocation of Income for Purposes of Corporate Taxation (1946) 1 Tax 


L. Rev. 149. 
2315 U.S. 501 (1942). 
8 254 U.S. 113 (1920). 
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itself was not relevant to the issue before it.‘ The court also noted in passing 
the “impossibility of allocating specifically the profits earned by the processes 
within its borders.”* The court then proceeded to hold that the formula 
was not inherently arbitrary and that there was nothing to show that it 
produced an unreasonable result in the particular case. 

The Underwood decision, and particularly its suggestion that it was im- 
possible to allocate specifically the profits from the taxing state, was inter- 
preted somewhat generally by state tax officials as meaning that a formula 
which was not arbitrary on its face could not be successfully attacked. There 
was much in the opinion in the next case, Bass, Ratcliff & Gretton v. State 
Tax Commission,® to encourage this idea. This case involved a British 
corporation which manufactured ale in Great Britain and sold it in the United 
States through offices in New York and Chicago. It resisted the application 
of the New York formula, based on a complex property factor, on the ground 
that it had actually suffered a loss from its New York business. The evidence 
it offered in support of its claim indicated that a loss existed in its United 
States business but did not include a segregation between the New York and 
Chicago offices to negative the possibility that the New York business was 
operated at a profit which was offset by losses from the Chicago business. 
The Supreme Court pointed this out and relied on it as a ground of decision 
in upholding the application of the formula. The court then added alter- 
natively that the tax would not be invalid even it it were shown that the 
taxpayer had suffered a loss from its New York business, because the tax 
involved was a franchise tax on the exercise of corporate privileges, not a 
tax on net income, and moreover was in lieu of personal property tax.? The 
position apparently adopted in this alternative ground differed radically from 
the position taken in the Underwood case, where the difference between a 
franchise tax and a tax on income was dismissed as “a mere question of 
definitions.” ® 

Taken together, the Underwood and Bass cases appeared to mean that a 
formula which was fair on its face could not be upset, particularly in the 
case of a franchise tax measured by net income. The next case on the subject 
reversed the trend, however. This case, Hans Rees’ Sons, Inc. v. North 
Carolina,® involved a tax which was on net income, not a privilege tax mea- 
sured by net income. The formula used by the state was a one-factor formula 
of tangible property owned by the taxpayer, substantially the same as that 
upheld in the Underwood case. The taxpayer did not contend that an alloca- 
tion by separate accounting proved the formula produced an unreasonable 
result, but offered elaborate analyses of its business and of the causes of its 


4 Jd. at 120. See, however, suggestions of a contrary view in Goldstein, op. cit. supra 
note 1, at 150. 

5 254 U.S. 113, 121 (1920). 

6 266 U.S. 271 (1924). 

7 Id. at 283-284. 

8 Underwood Typewriter Co. v. Chamberlain, 254 U.S. 113, 120 (1920). 

® 283 U.S. 123 (1931). 
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profits. Its evidence tended to establish that no more than 17% of its net 
income was derived from North Carolina, whereas the formula allocated over 
80% of its net income to the state. This evidence was not admitted by the 
state courts, on the theory that it was irrelevant because the formula was not 
inherently arbitrary and therefore evidence to avoid its use in a particular 
case was not proper.*° The Supreme Court reversed, declaring that evidence 
was always admissible to show that a formula produced an unreasonable 
result in a particular case and that where in a particular case a formula 
produced an unreasonable result it represented a denial of due process. The 
court distinguished the Underwood and Bass cases, but not on the ground 
that both involved franchise taxes measured by net income,’! whereas the 
instant case involved a tax on net income. Instead it discussed at some 
length the factual showing made by the taxpayer in each case, quoted the 
portion of the Bass opinion in which the court stated the taxpayer’s evidence 
failed to show that the formula had produced an unreasonable result, and 
then declared that in the instant case, unlike those cases, there was no “defect 
in proof,” 1? 

If the court at the time of the Hans Rees case had been of the view that 
a formula which produced an unconstitutional result under a net income tax 
would nevertheless be valid in identical circumstances if it involved a franchise 
tax, one would have expected it to distinguish the Underwood and Bass cases 
on that brief ground. Instead it used up several pages distinguishing those 
cases on the ground of defects in the proof offered in them. The inference 
appears plain that the court, aware of the slight cost at which a state legislature 
can convert a net income tax on manufacturing and mercantile corporations 
into a privilege tax measured by net income,’* was unwilling to suggest that 
North Carolina would have been more successful had it been more careful 
with its labels. ; 

In all probability, little that has been said up to this point would arouse 
Mr. Goldstein’s disagreement.** As I understand it, his point is that sub- 





10 199 N.C. 42, 153 S.E. 850 (1930). 

11 As noted, the New York tax in the Bass case was of this type. The Connecticut 
court in the Underwood case had said its tax also was of this type [94 Conn. 47, 108 Atl. 
154 (1919)], a point the Supreme Court disposed of as “a mere question of definitions” 
[254 U.S. 113, 120 (1920) ]. 

12 283 U.S. 123, 133 (1931). 

18 The cost of such a conversion is in the loss of the right to include tax-exempt bond 
interest in the tax base. See Tradesmen’s National Bank v. Oklahoma Tax Commission, 
309 U.S. 560 (1940), and Pacific Co. v. Johnson, 285 U.S. 480 (1932). This cost can be 
minimized by imposing a franchise tax on all classes of corporations (such as banks) 
likely to possess such income in substantial amount and a net income tax on all others. 
See Tradesmen’s National Bank v. Oklahoma Tax Commission, supra. 

14 Presumably Mr. Goldstein would tend to disagree that the evidence in the Bass 
case did not establish that the New York business suffered a loss, in view of his categorical 
statement to the contrary. (1946) 1 Tax L. Rev., 149, 152. However, the opinion of the 
Supreme Court on this point is, while brief, quite unambiguous. See Bass, Ratcliff & 
Gretton v. State Tax Comm., 266 U.S. 271, 283 (1924). 
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sequent decisions have negatived this inference from the Hans Rees case 
and have resurrected the alternative ground of decision in the Bass case. It 
is believed, however, that a more cautious analysis of the subsequent decisions 
will show that there is no evidence that such has been the intent of the 
Supreme Court. 

The first case relied on by Mr. Goldstein is North American Cement Co. v. 
Graves,* a memorandum decision affirming memorandum decisions of the 
New York Court of Appeals and Appellate Division, New York Supreme 
Court.** The Supreme Court memorandum states that the New York statute 
was valid on its face, “has not shown to have been so applied as to violate 
appellants’ constitutional rights,” and cites the Bass case. As noted, the Bass 
case rested on two alternative grounds, of which one was failure of proof in 
the particular case, so there is nothing in the mere citation of the Bass case 
to suggest that the North American Cement case did not also rest on the 
failure of proof in the particular case rather than on a broad doctrine of 
invincibility of formulae in franchise tax cases. Furthermore, the statement 
in the memorandum which has been quoted above appears plainly to mean 
that the evidence offered by the taxpayer was insufficient to show that an 
unreasonable result had been reached in the particular case. The very in- 
clusion of this statement in the memorandum argues against the conclusion 
that evidence of the effect of the formula in the particular case would have 
been fruitless because the tax was a franchise tax. 

A major case in the field decided the term before the North American 
Cement case and not referred to by Mr. Goldstein is Norfolk & Western 
Railway Co. v. North Carolina." This case involved the same income tax 
as the Hans Rees case with a different formula and a different result. The 
significance of the case in the present context is that while outlining the 
problem and referring to the general validity of allocation formulae, Mr. 
Justice Cardozo said: 


This is not to say that the tax is valid as imposed. A formula not arbitrary 
on its face or in its general operation may be unworkable or unfair when 
applied to a particular railway in particular conditions. Cf. Hans Rees’ Sons 
v. North Carolina, 283 U.S. 123, 129, 132; Southern Ry. Co. v. Kentucky, 
274 U.S. 76, 83, 88. *8 
Since the Southern Railway case was a franchise tax case in which the court 
vigorously rejected a state’s contention that its tax could be measured by 
extra-territorial values because it was a franchise tax, this quotation would 
indicate that as of 1936 the principle of the Hans Rees case was applicable 
in franchise tax cases. This lessens the likelihood that the court meant to 
depart from this view in a memorandum decision rendered the succeeding 
term. 


15 209 U.S. 517 (1936). 

16 269 N.Y. 507, 199 N.E. 510 (1935); 243 App. Div. 834, 278 N.Y. Supp. 920 (3d 
Dep’t 1935). 

17 297 U.S. 682 (1936). 

18 Jd. at 685. 
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The second of the decisions post-dating the Hans Rees case on which 
Mr. Goldstein relies is Ford Motor Co. v. Beauchamp.® This case involved 
a Texas corporate franchise tax measured by that proportion of the out- 
standing capital stock, long-term obligations, surplus and undivided profits 
as the gross receipts from business within the state bore to the entire gross 
receipts. The taxpayer’s quarrel with the result reached by the formula was 
that it allocated over $23,000,000 to Texas as the measure of the tax, whereas 
the actual value of its tangible property in Texas was less than $4,000,000. 
The tax was sustained. The case appears to throw little, if any, light on the 
problem under discussion. Peculiarly wide latitude has customarily been 
given the states in their capital stock taxes.*® Moreover, reference to the 
record ** discloses that the property which the taxpayer argued was im- 
properly allocated to the taxing state was not tangible property located else- 
where but intangibles, such as securities, which the court undoubtedly felt 
were used in the unitary business, if for no other purpose than to provide 
credit. The current trend is not favorable to the restrictions expressed in 
Fargo v. Hart.** Accordingly, the same result would be a possibility in a 
property tax case. 

The case on which Mr. Goldstein primarily relied for his conclusion that 
allocation of a portion of a corporation’s net income to a state will be sus- 
tained for franchise tax purposes even though the corporation’s business in 
the taxing state was actually conducted at a loss, is Butler Bros. v. McColgan,** 
decided in 1942.2 With great deference, I believe that he has misunderstood 
the effect of that case. This case arose under a California statute imposing a 
franchise tax measured by net income. In the case of domestic and foreign 
corporations alike, the statute measured the tax by the “portion” of the tax- 
payer’s net income “which is derived from business done within this state.” 75 
The taxing agency allocated a portion of the taxpayer’s net income of over 
$1,000,000 to California by the use of a three-factor formula of property, 
payroll and sales. This is the so-called “Massachusetts” formula. The stipu- 
lation of facts showed that the taxpayer operated a system of wholesale 
stores, with central purchasing, advertising and certain other central functions. 
It kept standard separate accounting records for each store, with the goods 
being charged to it at cost to the taxpayer. The expenses of operating the 


19 308 U.S. 331 (1939). 

20 See International Shoe Co. v. Shartel, 279 U.S. 429 (1929), Hump Hairpin Mfg. 
Co. v. Emmerson, 258 U.S. 290 (1922) ; and cf. Atlantic Refining Co. v. Virginia, 302 
U.S. 22 (1937). 

21 Record, No. 17, Oct. Term 1939. 

22 193 U.S. 490 (1904) ; cf. Wheeling Steel Corp. v. Fox, 298 U.S. 193 (1936) ; Curry v. 
McCanless, 307 U.S. 357 (1939) ; and State Tax Comm. v. Aldrich, 316 U.S. 174 (1942). 

28 315 U.S. 501 (1942). 

24 As Deputy Attorney General of California, the author wrote the briefs and argued 
this case in the State Supreme Court and United States Supreme Court. 

25 Section 10, Cal. Stat. 1929, p. 24, as amended and in effect prior to 1939 (Act 8488, 
Deering’s General Laws, 1935 Ed.). 
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central divisions were allocated amongst the stores, and the net profit of each 
store shown by this computation was the excess of gross sales by it over 
cost of goods, central expenses so allocated and local expenses. On such a 
computation the California store operated at a loss during the taxable year. 
The accuracy of the details of computation was not questioned by the state, 
but it denied that an allocation based on a separate accounting allocation was 
capable of presenting an accurate picture and asserted that for that reason the 
evidence did not show that the formula had produced an inaccurate result.*® 
After an initial victory in the trial court the state lost in the intermediate 
appellate court, the District Court of Appeal, on the ground that the stipula- 
tion meant that the California business produced a loss and therefore the 
statute did not authorize the use of a formula since its effect would be to 
allocate non-existent net income to the state.** A hearing was then granted 
by the California Supreme Court, which upheld the use of the formula. That 
court did not interpret the state statute as authorizing the allocation of some 
net income to California even though the taxpayer’s business in the state 
was operated at a loss, but concluded that no loss was shown in the particular 
case because separate accounting had inherent frailties as a method of alloca- 
tion which prevented it from being accepted as proof, and otherwise the 
business in question was one in which the formula used was generally adapted 
to produce a fair and accurate result.** 

The taxpayer then appealed to the United States Supreme Court, and the 
state filed a motion to dismiss or affirm. This motion was on the ground that 
no substantial federal question was raised because (1) no credible evidence 
showed that the taxpayer’s business in California was conducted at a loss, 
and (2) even if a loss were shown, the tax would be valid under Bass, Ratcliff 
& Gretton, Ltd. v. State Tax Commission, supra, since the tax, like the one 
in that case, was a corporate franchise tax measured by the net income of the 
prior year.*® The action of the court in denying this motion and noting prob- 
able jurisdiction *° means that the Bass case was not regarded as foreclosing 
the second question, although it appears indistinguishable. This strongly 
suggests that the statements in the Bass case on this point were no longer 
regarded as authoritative. 

The state’s brief on the merits laid nearly its entire emphasis on the proposi- 
tion that the evidence did not show the taxpayer had a loss from its California 


26 All this was set out in the stipulation of facts. See Record, pp. 8-13, No. 283, Oct. 
Term 1941. 

27102 P. (2d) 776 (1940). 

2817 Cal. (2d) 664, 111 P. (2d) 334 (1941). 

29 Statement Opposing Jurisdiction and Motion to Dismiss or Affirm, No. 283, Oct. 
Term 1941. The taxpayer filed a brief in opposition to this motion, in which the argu- 
ment was made that in view of the Hans Rees case, note 9 supra, this distinction based on 
the nature of the tax was no longer valid. Brief of Appellant in Opposition to Motion to 
Dismiss or Affirm, No. 283, Oct. Term 1941. 

30 314 U.S. 649 (1941). 
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business. The following statement from the state’s brief clearly states its 
position on this point : 

Secondly, the stipulation does not state that appellant had a loss from its 
California business and appellee has throughout the case consistently denied 
that appellant did.** 

The main thesis of the state’s brief was stated by the title of its principal 
argument, occupying 33 of the 36 pages of argument, as follows: 


I. The tax on appellant has been measured by income derived from business 

done in California and not by income derived from business done in other 
States.°? 
The basis for this contention was that separate accounting, as a method of 
allocation, had inherent frailties which caused it to give a distorted result, and 
that since the only evidence offered was a standard separate accounting 
computation, no credible evidence was offered to show that the formula pro- 
duced an inaccurate result. The brief undertook to demonstrate how separate 
accounting would produce distorted results in standard hypothetical cases, to 
analyze the causes, and to show how the separate accounting system at hand 
had the usual tendencies. In short, the brief was a plea for the right to use 
formula allocation in preference to separate accounting allocation, not on the 
doctrinal ground that the tax was a franchise tax but on the ground that 
the formula was more likely to produce an acceptable result in all except 
exceptional cases.** 

The opinion of the Supreme Court appears to decide the case on the ground 
argued. The opinion does not state that the taxpayer suffered a loss from its 
California business. On the contrary, it simply summarizes the stipulated 
facts, including a description of the taxpayer’s accounting system and method 
of computing the net income it deemed attributable to California. The opinion 
then states that “By that computation a loss of $82,851 was determined.” ** 
This statement does not endorse the accuracy of that computation ; it simply 
repeats the stipulated fact that the taxpayer’s separate accounting method 
computed a loss of $82,851 from the California business. 

At one point ** the opinion makes a statement, citing the Bass and Ford 
Motor cases, which if isolated from the balance of the opinion would suggest 
that if the formula seems reasonable in its general application, no attack on 


81 Brief of Appellee, p. 5, No. 283, Oct. Term 1941. 

82 Jd. at 7. 

88 The brief contended that since formulae rest on the assumption of a substantial norm 
prevailing throughout the geographical units of a system [Norfolk & Western Ry. Co. v. 
Maxwell, 297 U.S. 682, 688 (1936)], to be effective an attack on a formula must show 
a substantial departure in the taxing state from the norm and also that this departure 
upsets the profit balance in that state. The brief pointed out that nothing in the record 
showed wherein the conditions in California differed from those in other states in which 
the taxpayer’s business was operated. Jd. at 39-40, 

84 315 U.S. 501, 505 (1942). 

85 Jd. at 506-507. 
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its application in a particular case can be successfully madé. However, any 
such interpretation is made impossible by the immediately succeeding para- 
graph of the opinion,** where, citing the Hans Rees and Norfolk & Western 
cases, the court states that a successful attack on a generally valid formula 
must show that “in any aspect of the evidence” the formula allocates net 
income to the state “out of all appropriate proportion to the business” 
transacted by the taxpayer in the state. The quoted language was from the 
Hans Rees opinion and was quoted in the Butler Brothers opinion. Im- 
mediately thereafter, the court stated: 


It is true that appellant’s separate accounting system for its San Francisco 
branch attributed no net income to California. But we need not impeach the 
integrity of that accounting system to say that it does not prove appellant’s 
assertion that extra-territorial values are being taxed. Accounting practices 
for income statements may vary considerably according to the problem at hand. 
Sanders, Hatfield & Moore, A Statement of Accounting Principles (1938), 
p. 26. A particular accounting system, though useful or necessary as a busi- 
ness aid, may not fit the different requirements when a State seeks to tax 
values created by business within its borders. Cf. Hamilton, Cost as a Stand- 
ard for Price, 4 Law & Contemporary Problems, 321. That may be due to the 
fact, as stated by Mr. Justice Brandeis in Underwood Typewriter Co. v. 
Chamberlain, 254 U.S. 113, 121, that a State in attempting to place upon a 
business extending into several States ‘its fair share of the burden of taxation’ 
is ‘faced with the impossibility of allocating specifically the profits earned by 
the processes conducted within its borders.’ Furthermore, the particular 
system used may not reveal the facts basic to the State’s determination. Bass, 
Ratcliff & Gretton, Ltd. v. Tax Commission, supra, p. 283. In either aspect 
of the matter the results of the accounting system employed by appellant do 
not impeach the validity or propriety of the formula which California has 
applied here.*’ 


It is evident that this was Mr. Justice Douglas’ way of approving the state’s 
contentions that a separate accounting allocation has inherent frailties which 
prevent its acceptance as proof that a formula has worked unjustly, and that 
the taxpayer failed to show some essential facts in neglecting to show wherein 
the California conditions, asserted to have produced a loss, differed from 
those found elsewhere which produced a profit.*® 

Accordingly, the Butler Brothers case is one where the taxpayer’s evidence 
failed to prove his case, and the only general principle it enunciates is that 
that sort of evidence is insufficient to overthrow a formula. Perhaps the court 
may some day go so far as to uphold a formula which allocates net income to a 
state in which, according to clear and cogent evidence, the business actually 
operated at a loss.*® It has not yet done so. 


86 Jd. at 507. 

87 Jd. at 507-508. 

88 The remainder of the opinion discusses the unitary character of the business, the 
general reasonableness of the formula, and a contention by the taxpayer that the lower 
court had improperly ignored a stipulation regarding procedure. 

89 There was nothing in the oral argument in the Butler Brothers case to suggest such 
a course. The court’s interest in the evidence was great. 
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These views are not intended to suggest that the state’s victory in the 
Butler Brothers case was not a major one or that the road of a taxpayer seek- 
ing to resist a generally reasonable formula is not a difficult one. Prior to that 
case the threat of separate accounting had hung heavy over the states’ heads *° 
and was the evidence usually offered by taxpayers seeking to overcome an 
allocation formula. For some obscure reason, allocation by separate accounting 
and allocation by formula never seem to produce the same result. 

It is not the province of this article to suggest ways and means of over- 
throwing an allocation formula. Suffice it to say that evidence of the cir- 
cumstances which cause conditions in the taxing state to depart from the 
norm must be presented, and this evidence must relate to both gross income 
and deductions. A study of the elaborate and complete showing made by the 
taxpayer in the Hans Rees case ** would probably be suggestive. It is, 
however, submitted that in a proper case if a sufficiently complete showing is 
made a statutory formula may still be overridden.*? Substantial error must, 
of course, be shown, so that to be effective any evidence must show that the 
formula reaches a result substantially at variance with the true facts shown 
by the evidence. From this view it follows as a necessary corollary that if the 
evidence convinces the court that the taxpayer had a loss from the taxing 
state, whereas the state’s allocation formula allocates substantial net income 
to it, the allocation formula will not be sustained in its application to that 


particular case. 
—VALENTINE BROOKES * 


Allocation of Income for Purposes of Corporate Taxation—A Reply. 
An examination of Mr. Brookes’ article discloses that his main objection is 
directed at my statement that at the present time “it would be a very ex- 
ceptional case indeed which would prompt the courts to substitute a direct 
accounting method for any reasonable allocation formula which a state might 
adopt.”? I reached that conclusion through an analysis and correlation of 
some half dozen leading cases on the subject which have been decided by the 
United States Supreme Court in the last thirty years. As pointed out in my 
main article, the cases of Underwood Typewriter Co. v. Chamberlain * and 





40 See Standard Oil Co. v. Wisconsin Tax Comm., 197 Wis. 630, 223 N.W. 85 (1929), 
where a separate accounting allocation overrode a formula. 

41 See record, No. 334, Oct. Term 1930. 

42 This view is also expressed in the recently published definitive text on the subject, 
ALTMAN AND KEESLING, ALLOCATION OF INCOME IN STATE TAXATION (1946) 38. 

* Member of the San Francisco bar and partner of Alvord and Alvord; formerly special 
assistant to the Attorney General of the United States and Deputy Attorney General of 
California. 


1 (1946) 1 Tax L. Rev. at 154. 
2254 U.S. 113 (1920). 
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Bass, Ratcliff & Gretton v. State Tax Commission ® were the first to uphold 
the validity of state allocation formulae against contentions that direct ac- 
counting methods should have been substituted because the use of the formulae 
led to unreasonable results. Then followed the case of Hans Rees’ Sons, Inc. 
v. North Carolina,t where the Supreme Court set aside a state allocation 
formula upon a definite showing by the corporate taxpayer that the em- 
ployment of the formula allocated to the taxing state a percentage of income 
“out of all appropriate proportion” to the business transacted in the state. 
The attack against the former New York formula, which was made in North 
American Cement Co. v. Graves,' following the Hans Rees case, met with 
no success, for there again the Court upheld the validity of the allocation 
formula. And in the two most recent cases of Ford Motor Co. v. Beauchamp ® 
and Butler Bros. v. McColgan,’ the United States Supreme Court again sus- 
tained the validity of state allocation formulae which had been attacked by 
corporate taxpayers, who alleged that their direct accounting methods pro- 
duced the correct results while the formulae produced erroneous and un- 
reasonable results. 

While Mr. Brookes acknowledges that the courts in the foregoing cases 
reached the above-stated results, he argues that those cases cannot be utilized 
as authority for any general rule because, he states, each of such cases must 
rest upon its own particular set of facts; or, more specifically, that had the 
proof in the Underwood, Bass, North American Cement, Ford and Butler 
Bros. cases been more substantial, the courts might well have seen fit to set 
aside the allocation formulae involved and substitute the direct accounting 
calculations offered by the corporate taxpayers. 

My analysis of the aforementioned pertinent cases led to the conclusion that 
in order for a taxpayer to succeed in convincing a court to substitute the 
taxpayer’s direct accounting computations in place of a state’s reasonable 
allocation formula, the taxpayer’s proof would have to be so complete and 
unequivocal as not to leave any doubt as to its accuracy and reliability. Such 
an exception was the case of Hans Rees’ Sons, Inc. v. North Carolina.’ The 
other cases discussed above failed to meet that vital challenge. So, for 
Mr. Brookes to say that if in a proper case a sufficiently complete showing 
is made, a statutory formula may still be overridden, is no more than saying 
that the Hans Rees case is still law. With that observation I am in complete 
agreement. In my main article, I did not state that the Hans Rees case had 
been overruled. What I did and do maintain is that the subsequent cases of 
North American Cement Co. v. Graves,? Ford Motor Co. v. Beauchamp 


8 266 U.S. 271 (1924). 
#283 U.S. 123 (1931). 
5299 U.S. 517 (1936). 
6 308 U.S. 331 (1939). 
7315 U.S. 501 (1942). 
8 283 U.S. 123 (1931). 
9 299 U.S. 517 (1936). 
10 308 U.S. 331 (1939). 
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and Butler Bros. v. McColgan™ indicated that the pendulum of judicial 
attitude was swinging away from the result of the Hans Rees case. That is 
not to say that if the precise facts of the Hans Rees case could again be 
presented for consideration, the Court would not once more decide the same 
way. But what it does mean is that in order to now invalidate an allocation 
formula, facts at least as convincing as those of the Hans Rees case would be 
necessary ; anything short of such proof would be inadequate. This is aside 
from the fact that the formula in the Hans Rees case took into consideration 
only the single factor of tangible property located within and without the 
state, while the modern formula now under discussion utilizes the additional 
factors of business receipts and payroll, as well as tangible property. As a 
result, the application of such a three-factor formula would, in most instances, 
eliminate the possibility of a recurrence of the unreasonable result reached 
in the Hans Rees case under the one-factor formula.1? And, once again 
examining the facts offered in the Underwood, Bass, North American Cement 
and Ford cases, and especially the Butler Bros. case, we find that those cases 
presented some quite extreme claims and proof of inequality, but in each of 
them the Court held that the attack was insufficient to compel the rejection 
of each particular allocation formula involved. We must assume in all of 
those cases that every existing fact in favor of the direct accounting method 
was brought to the courts’ attention. We cannot assume, as Mr. Brookes 
implies, that there was much more substantial proof which was not placed 
before the courts because of incomplete preparation of the cases. The lack 
of any evidence substantial enough to invalidate the use of a formula is a 
proper indication that no such evidence existed, and that therefore the use of 
the formula was not unreasonable or unfair. 

It should thus be apparent that Mr. Brookes and I actually are standing 
on the same ground and both of us eventually reach the same conclusion. 
However, I believe that our differences of opinion, which Mr. Brookes men- 
tions in his article, are caused by his erroneous approach to the problem, due 
to his failure to recognize that the proof which he labels as insufficient in the 
applicable cases is actually basically defective proof because it consists of 
direct accounting methods of calculation, upon which the courts have placed 
little confidence. 

It is not difficult to understand why so many of these cases lack definite 
proof to show that the taxpayer’s direct accounting method produces a result 
which is more equitable than that reached by the use of an allocation formula. 
Attention is invited to the discussion of the defects of such direct accounting 
methods in my main article,!* as well as the comments of Messrs. Altman and 
Keesling in their recently-published book, to the effect that the direct account- 





11 315 U.S. 501 (1942). 

12 See the statement to the effect that had these other factors been used in the formula 
in the Hans Rees case, that formula “would unquestionably have been upheld.” ALTMAN 
AND KEESLING, ALLOCATION OF INCOME IN STATE TAXATION (1946) 100. 


18 (1946) 1 Tax L. Rev. at 150-1. 
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ing is generally unsatisfactory and “wholly unsuited to the proper apportion- 
ment of the income of a unitary business.” ?* This leads to the conclusion 
that in the Underwood, etc., cases, the basically unsatisfactory nature of the 
proof offered was a more compelling reason for the Court’s decision, rather 
than an insufficiency in the amount of such proof. And, in view of the fact 
that direct accounting computations are thus inferior, we must recognize that 
it is only in an extraordinary case that such a direct accounting computation 
does prove satisfactory to show that in a particular instance the formula 
method of allocation produces an unreasonable result. 

Mr. Brookes expresses the belief that I have misunderstood the effect of 
the Butler Bros. case by using it as authority for my ultimate conclusion with 
which he takes exception. Confining our differences to an examination of 
that case for the moment, perhaps it is Mr. Brookes who is placing the wrong 
interpretation on that decision. Although Mr. Brookes may well be in a 
position to discuss the Butler Bros. case with authority in view of his par- 
ticipation therein, nevertheless it seems as though his detailed interest in that 
case overshadowed his outlook with regard to the way said case fits into the 
general pattern. With due respect to Mr. Brookes’ detailed discussion of the 
limited amount of proof presented in that case, that absence of convincing 
proof, if there was such a deficiency, lends additional weight to my position 
that where the direct accounting method is offered as a substitute for an 
allocation formula, in almost every situation the proof submitted to support 
such a contention will be rejected by the Court as unsatisfactory and therefore 
inadequate to sustain the burden of proof resting upon the taxpayer to prove 
that a formula is unreasonable; and it is only in the exceptional case that the 
Court will hold otherwise. 

Let us look to the records. In the past three decades, there have been at 
least six attacks made in the United States Supreme Court upon state alloca- 
tion formulae, all of the contentions resting upon a claim that the application 
of the direct accounting method would be more equitable in each particular 
situation. In those thirty years, only one of such attacks has been sustained 
and the remainder have been rejected. Then, taking into consideration the 
fact that a future attack, in order to be sustained, must offer proof at least 
as convincing as in that one case in which the Court sustained the direct ac- 
counting method, and also the fact that the modern formulae are more accurate 
than the formula used in that case, in my opinion it is still an accurate ob- 
servation to conclude that at the present time it would require an exceptional 
case indeed to prompt the courts to substitute a direct accounting method for 
any reasonable allocation formula which a state might adopt. 

Particular exception is taken by Mr. Brookes to the statement in my 
article to the effect that a state franchise tax, measured by the allocated net 
income from a unitary business, may be valid even though the corporation’s 
business in the taxing state may have been conducted at a loss. My authority 


14 ALTMAN AND KEESLING, ALLOCATION OF INCOME IN STATE TAXATION (1946) 90, 97. 
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for that conclusion is Bass, Ratcliff & Gretton v. State Tax Commission, 
which definitely so holds. The underlying reason for the holding is aptly 
stated in the opinion of the New York Court of Appeals in that case, where, 
after deciding that there is nothing inherently arbitrary about a franchise tax 
levy which is computed by a comparison of the corporation’s total assets with 
the assets within the taxing state, notwithstanding the fact that the income out 
of which the tax is paid is property outside the taxing state, the Court ex- 
plained its position as follows: 


TAX LAW REVIEW 





The statute attaches a value to the privilege of doing business in this state 
based not on the net income produced in this state merely but on the propor- 
tion of its capital employed here. Generally speaking, such a franchise tax is 
not unfair. Like other tax laws, it may in individual cases work hardship and 
inequality, not because the mode of measurement necessarily attaches a value 
to and imposes a tax upon tangible property beyond the jurisdiction of the 
state and thereby arbitrarily and unreasonably increases the local burden by a 
resort to foreign assets as in the Alpha Case (supra) but because the fortunes 
of trade and business fluctuate with changing laws and customs and at times 
throw the burden of the tax upon the going concern as a whole and not on 


the local branch.’® 
The Supreme Court of the United States agreed, saying: 


Furthermore, the statutory method of apportionment not being shown to 
be arbitrary or unreasonable, we think that the Court of Appeals rightly held 
that the tax imposed for the carrying on of the business in New York is not 
invalid merely because in the preceding year the business conducted in New 
York may have yielded no net income. There is no sufficient reason why a 
foreign corporation desiring to continue the carrying on of business in the 
State for another year—from which it expects to derive a benefit—should be 
relieved of a privilege tax because it did not happen to have made any profit 


during the preceding year."* 
Nothing in the Hans Rees case or elsewhere serves to cast any doubt upon 
the continued existence of that rule; in fact, the later decisions, to my mind, 


are not only consistent with it but serve to buttress it. 
—NATHANIEL L. GoLpsTEIN * 


15 Supra note 3. 

16 232 N.Y. 42, 47. 

17 266 U.S. 271, 284. 

* Attorney General, State of New York. 














Notes 


Toward a Concept of Compensation. If a cat gives birth in an oven, 
are the little ones kittens or rolls? This old question comes to mind in dis- 
cussing the vagaries of the definition of compensation for federal income tax 
purposes, for in both problems there is the implied query whether surroundings 
change the nature of the beast. 


STATEMENT OF THE PROBLEM 


Compensation has always been defined broadly for federal income tax 
purposes. The statute provides that compensation is “income derived from 
salaries, wages, or compensation for personal service, . . . of whatever kind 
and in whatever form paid.”* However, because the employer-employee 
relationship cuts across many types of transfers, confusion exists. Thus, a 
transfer from an employer to an employee may be in the form of a gift or a 
sale or exchange. Side by side with the provision defining compensation are 
sections of the Code which define gifts and provide for their exclusion from 
gross income * and define gains from sales or exchanges and provide for 
their taxation at reduced rates.* If, then, a financial benefit flows from 
employer to employee in the form of a gift or a capital gain, is the benefit 
compensation or does it assume a character according to the means used for 
providing the benefit? This question has existed from the beginning of the 
income tax but with increased rates has become of real importance to both 
taxpayers and Government. 

The heart of the problem has always been whether an employee in his 
relationship with his employer is in a different position than an outsider. In 
the past, the courts have not hesitated to indicate that earned income by its 
very nature is distinctive. For example, one who derives his income from 
services cannot shift his income to others for tax purposes, whereas one who 
derives income from a capital fund may arrange to shift the burden by trans- 
ferring a portion of the fund.* In the field of compensation, the courts have 
shown reluctance toward laying down a broad rule of compensation and have 
chosen to tread the treacherous paths of basing their discussions on the in- 
tentions of the parties. In some areas, the courts have been ready to find that 
an employee is differently situated from an outsider and the very existence of 
an employer-employee relationship is almost synonymous with an intention 
to compensate ; in other areas, the courts have not been ready to follow the 
same approach. 


1T.R.C. § 22(a). 

2T.R.C. §22(b) (3). 

8T.R.C. § 117. 

4 Cf. Lucas v. Earl, 281 U.S. 111 (1930); Helvering v. Eubank, 311 U.S. 122 (1940) 
with Blair v. Comm’r, 300 U.S. 5 (1937). 
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Discussion oF TRANSFERS TO EmMpLoyees ComMMONLY HELD To INVOLVE 
CoMPENSATION 


Gifts. In general, if services have been performed for the payer, the pre- 
sumption is that the amount received is for services, and is not a gift.’ Where 
the amount received is in property other than cash—e.g., stock in the employer 
company, the market value thereof is generally held to be compensation.® Thus, 
payments made to an officer of a corporation, designated as gifts, in addition to 
his regular compensation, have been ruled to be taxable compensation though 
there was no arrangement for such compensation and the value of the benefits 
received by the corporation could not be fixed in amount.” The fact that the 
corporation did not deduct the amounts of the gifts does not affect their 
taxability to the employee.* Further, although the gift is so designated by 
resolution of the board of directors the donee, an employee of the firm, is 
nonetheless taxable.* Even where the transfer is made at the termination of 
employment, compensation rather than a gift has been held to be involved.*° 
There is language in some cases which indicates that much depends upon 
donative intent and consideration,’ but business gifts are normally actuated 
by some service performed or to be performed by the recipient ** and where 


5 See 1 Paut AND MERTENS, LAw oF FEDERAL INCOME TAXATION { 7.15. 

® Old Colony Trust Co. v. Comm’r, 59 F. (2d) 168 (C.C.A. Ist, 1932); Rodrigues v. 
Edwards, 40 F. (2d) 408 (C.C.A. 2nd, 1930). Compare Indianapolis Glove Co. v. United 
States, 96 F. (2d) 816 (C.C.A. 7th, 1938) ; Hudson Motor Car Co. v. United States, 3 F. 
Supp. 834 (Ct. Cl., 1933) with Omaha Nat’l Bank v. Comm’r, 75 F. (2d) 434 (C.C.A. 8th, 
1935) and Note (1937) 50 Harv. L. Rev. 500. 

7I.T. 1262, I-1 Cum. Buty. 71; George B. Lester, 19 B.T.A. 549 (1930); N. H. Van 
Sicklen, Jr., 33 B.T.A. 544 (1935). 

8 O0.D. 570, 3 Cum. Butt. 144. Where corporation deducted the gift, taxability to the 
employee was sustained in Botchford v. Comm’r, 81 F. (2d) 914 (C.C.A. 9th, 1936) ; 
Fisher v. Comm’r, 59 F. (2d) 192 (C.C.A. 2d, 1932) ; Lougee v. Comm’r, 63 F. (2d) 112 
(C.C.A. Ist, 1933) ; Willkie v. Comm’r, 127 F. (2d) 953 (C.C.A. 6th, 1942) cert. denied, 
317 U.S. 659; Dasteel v. Rogan, 41 F. Supp. 836 (S.D. Cal. 1941) ; James H. Anderson, 
31 B.T.A. 197 (1934), aff'd per curiam, 79 F. (2d) 979 (C.C.A. 2d, 1935) ; Richard Gale, 
4 TCM 620 (1945). 

® David Nickelsburg, 4 TCM 78 (1945). See also Robert E. Binger, 22 B.T.A. 111 
(1931), where the Board stated that with respect to a gift paid to the president of the 
corporation who served without compensation by resolution of the board, “Directors have 
no authority to make a gift from the corporate assets”; also Levey v. Helvering, 68 F. 
(2d) 401 (App. D.C., 1933) where specific statement that a gift and not additional com- 
pensation was intended, was of no avail. 

10 Arnold J. Mount, 10 B.T.A. 1156 (1928). 

11 “Tn each instance where an employer adds something voluntarily to the compensation 
which is paid to an employee in full discharge of the employer’s legal obligation as such 
the test as to the taxability of the additional amount received is whether under the par- 
ticular circumstances, what was added was by way of more compensation for a deserving 
employee or merely to satisfy the employer’s desire to become a benefactor.” David 
Nickelsburg, supra note 9. 

12 MAGILL, TAXABLE INCOME (rev. ed. 1945) 394; cf. Helvering v. American Dental Co., 
318 U.S. 322 (1943). 
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wording indicates “long, valuable and faithful services ” ** or a moral obliga- 
tion for past service ** or even evidence of past consideration,’® a holding that 
compensation is involved will usually result. 

The situation is quite different, however, where the recipient is no longer 
or never was an employee of the donor. In such cases, the presumption is in 
the other direction. Thus, where a corporation after the resignation of its 
president voted him a sum as an “honorarium in appreciation of his excellent 
guidance of this corporation,” a gift was held to be involved.** Gifts were 
also deemed to be involved where property was transferred to former em- 
ployees of A corporation by the B corporation to which A had sold all its 
stock and transferred its assets, where none of the individuals was ever an 
employee of B.‘* Further, where $50,000 was received by the taxpayer for 
effecting a sale, and the taxpayer had never been an employee of the seller and 
the company did not claim a deduction, the amount was deemed to be a gift 
to the taxpayer in a decision in the Sixth Circuit, the Board’s finding to the 
contrary being held to rest “upon mere suspicion; upon an inference that 
generosity of the kind here involved is so rare that it must necessarily from 
that fact alone be suspect.” 78 

Life Insurance Premiums. Payment of insurance premiums by an employer 
on the life of an employee presents another area of cases where, except for 
the factor of the employer-employee relationship, the income would not be 
taxable to the recipient. Thus it has been held that amounts paid by an 
employer for deferred annuity contracts on the lives of some employees 
represented compensation to the employees since these contracts were not 
pensions or related to the corporation’s pension plan.?® The same is true 
where the employee may name the beneficiary and the corporation is not in 
any way a beneficiary *° or where the employer contributes to a trust which 





18 James H. Anderson, 31 B.T.A. 197 (1934), aff'd 79 F. (2d) 979 (C.C.A. 2d, 1935) ; 
Bass v. Hawley, 62 F. (2d) 721 (C.C.A. 5th, 1933) ; Willkie v. Comm’r, supra note 7; 
Jones v. Comm’r, 31 F. (2d) 755 (C.C.A. 3d, 1929). 

14 Herman T. Dietrick, 6 B.T.A. 1371 (1927) ; Botchford vy. Comm’r, supra note 8. 

15 Schumacher vy. United States, 55 F. (2d) 1007 (Ct. Cl., 1932) ; Lougee v. Comm’r, 
supra note 8. 

16 Lucas v. Ox Fibre Brush Co., 281 U.S. 115 (1930) ; Davis v. Comm’r, 81 F. (2d) 137 
(C.C.A. 6th, 1936) ; Cunningham v. Comm’r, 67 F. (2d) 205 (C.C.A. 3d, 1933), G.C.M. 
5792, VIII-1 Cum. Butt. 163. 

17 Bogardus v. Comm’r, 302 U.S. 34 (1937); similarly Hall v. Comm’r, 93 F. (2d) 
1005 (C.C.A. 4th, 1938) ; Simpkinson v. Comm’r, 93 F. (2d) 1015 (C.C.A. 5th, 1937) ; 
Walker v. Comm’r, 88 F. (2d) 61 (C.C.A. Ist, 1937); Olsen v. Helvering, 88 F. (2d) 
650 (C.C.A. 2d, 1937). 

18 Lunsford v. Comm’r, 62 F. (2d) 740 (C.C.A. 6th, 1933). 

19 T. M. Girdler, 2 TCM 482 (1945). See also I.T. 3346, 1940-1 Cum. Butt. 62; I.T 
2891, XIV-1 Cum. Butt. 50; W. A. Shannon, 4 TCM 350 (1945). 

20 Yuengling v. Comm’r, 69 F. (2d) 971 (C.C.A. 3d, 1934) ; Canaday v. Guitteau, 86 F. 
(2d) 303 (C.C.A. 6th, 1936) ; G. M. Adams, 18 B.T.A. 381 (1929), G.C.M. 16069, XV-1 
Cum. Butt. 84; Earl E. Jameson, B.T.A. Memo. Dkts. 106788-9, CCH Dec. 12,400-F 
(1942). 
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is used for the payment of life insurance premiums on the lives of the em- 
ployees.** In all of these cases, the premiums are deemed to be constructively 
received ** but as pointed out in Mertens, “There is, however, in cases of the 
type mentioned no true constructive receipt, and the true basis for taxing the 
employee is that he [the employee] has received a benefit which is the 
equivalent of cash.” ** 

Living Quarters and Subsistence. The treatment of living quarters and 
subsistence offers yet another example where the existence of the employer- 
employee relationship supplies the basis for rendering an otherwise non-taxable 
source of income taxable. In general, the value of living quarters or meals 
furnished to an employee constitutes income unless the employee is required 
to accept such quarters and meals in order to perform his or her duties 
properly.2* Thus, for example, the value of meals and lodging supplied to the 
president and general manager of a hotel corporation was held taxable ** and 
a servant has been held to receive income by way of board and lodging to the 
extent of the amount he would be required to pay for board and lodging else- 
where.** Living quarters and subsistence given to one who is not an employee 
would not result in taxable income to such person. 

Implication of these Cases. The implication of all of these cases is that the 
existence of the employer-employee relationship distinguishes the transaction 
and that the existence of this relationship is in general sufficient to render 
taxable a source of income which except for that relationship. would be tax- 
free. 
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DiscussION OF CASES WHERE THE STATUS OF THE TRANSFER Is Not CLEAR 


The main areas of doubt and litigation in the field of employer-employee 
transfers involve stock purchase and stock option arrangements. Stock op- 
tions represent a refinement of stock purchases in the employer corporation 
since they provide an element of flexibility as to the time of purchase and may 
provide a means for reducing the employee’s risk to a minimum through 
arrangements to protect the employee against loss. The basic problem is the 
same in both methods of acquiring stock in the employer corporation, that is, 
whether the gain arises from a bargain purchase or is compensation. Analysis 
of the problem may therefore be restricted to the more troublesome method, 
namely, stock options. 

Stock Options Prior to the Geeseman Case. Prior to 1923, the regulations 
contained no reference to employee stock options or purchase arrangements. 


21 1.T. 3346, 1940-1 Cum. Bu t. 62. 

22 However, this rule is not followed in group insurance. Mertens, LAw oF FEDERAL 
Income TAXATION 8.05. 

28 MERTENS, loc, cit. 

24 Mim. 5023, March 22, 1940; Bureau letter February 25, 1943, 443 CCH {[ 6129. 

25 Ralph Kitchen, 11 B.T.A. 855 (1928); Charles Heiss, 36 B.T.A. 833 (1937). 

26.0.D. 874, 4 Cum. Butr. 348. But not taxable where servant must remain on 
premises and subject to call. I.T. 2253, V-1 Cum. Butt. 32. 
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From 1923 to 1939 the Treasury took the broad position that if any property 
was sold by an employer to an employee “for an amount substantially less 
than its fair market value,” the employee was required to include in his gross 
income “the difference between the amount paid for the property and the 
amount of its fair market value.” ** A conclusive presumption therefore existed 
that a substantial disparity between market value and lower cost was a benefit 
conferred upon the employee as compensation regardless of the intention of 
the parties. 

From Geeseman to Smith. The late thirties witnessed a series of court 
decisions which attacked the Treasury’s position. The basic decision in the 
Board of Tax Appeals during this period was Delbert B. Geeseman.”* That 
case pointed to the importance of the intention of the parties. In that case 
an option had been granted only to important executives who were informed 
they could expect a handsome profit in a few years; the corporate statement 
accompanying the option notified the taxpayer that the employer recognized 
“the value to it of the continuance” of his services, and desired “the con- 
tinuance of such services.” The option was exercisable at several stages, and 
if the taxpayer died, resigned or was discharged before the final stage, the 
shares subject to the option were restricted accordingly. When the market 
price of the stock dropped, the purchase price was reduced from $40 to $30 
since the stated purpose of the option was to afford an incentive for loyal 
support, both as employee and stockholder, through the advantage of pur- 
chasing stock at a price below market value. When the taxpayer bought his 
shares the market value was more than twice as high as the price paid. 

The Board rejected the asserted deficiency and held that compensation had 
not been intended. In support of its conclusion it pointed to the facts that 
the taxpayer’s continued employment was not dependent upon the option or its 
exercise,”® the conditions of employment and the terms of compensation were 
not affected, the price paid for the stock was substantial, and the margin of 
difference when the option price was fixed was not so great as to indicate 
compensation. In this case, however, the Board indicated that the question 
was not too clear and observed that an employee option arrangement could 
not be entirely divorced from the employer relationship and the services 
involved in that relationship. 

These observations, however, were largely disregarded in later cases where 
the search for the intention of the parties resolved itself into an examination 
of the conditions of the option to determine the absence or presence of an 
initial spread between the option price and the market price. In cases where 
there was no initial spread, the Board discounted other factors and found 
an absence of intention to compensate. Thus the fact that the option was 
characterized as additional compensation for services was held to be im- 


27 T.D. 3435, II-1 Cum. Butt. 50; Reg. 65, Art. 31; Reg. 69, Art. 31; Reg. 74, Art. 51; 
Reg. 77, Art. 51; Reg. 86, Art. 22(a)-1; Reg. 94, Art. 22(a)-1. 

28 38 B.T.A. 258 (1938). 

29 See also Gordon M. Evans, 38 B.T.A. 1406 (1938). 
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material.*° Other factors which have been examined and deemed irrelevant 
are that the option was designed to stimulate the employee’s interest,*! that 
the option was designed to compensate those who continued to devote their 
best efforts ** and that the option expired upon the employee’s separation from 
employment.** 

A similar attitude existed in the intermediate appellate courts. The Tenth 
Circuit emphasized the absence of any substantially favorable spread when 
the option price was fixed.** The Third Circuit similarly emphasized this 
factor although under the particular arrangement it was contemplated that 
the value of the stock would increase by reason of the taxpayer’s services, and 
exercise of the option was possible only if and when a substantial spread would 
materialize. Termination of the option upon resignation of the employee also 
did not affect the situation.** The Sixth Circuit emphasized lack of an initial 
spread and paid little attention to the assignability of the option.** 

In recognition of these adverse decisions, the Treasury retreated from its 
original position and amended the regulations ** to provide for the taxation 
of the differential to the extent that it was “in the nature of” compensation. 
As a result, from that time on, a contest between the Treasury and taxpayers 
existed as to the motives and intentions of the parties and the materiality of 
the original spread. The only cases in which the Government was successful 
involved substantial initial spreads.** This was the situation until the Supreme 
Court spoke in 1945 in Commissioner v. Smith.*° 





30 Herbert H. Springford, 41 B.T.A. 1001 (1940); cf. Clarence L. Landen, 43 P-H 
T.C. Mem. Serv. § 43,018 (1943). 

81 Charles E. Adams, 39 B.T.A. 387 (1939). 

32 Gordon M. Evans, 38 B.T.A. 1406 (1938). 

33 Charles E. Adams, 39 B. T. A. 387 (1939) ; Gordon M. Evans, 38 B.T.A. 1406 (1938). 

34 Bothwell vy. Comm’r, 77 F. (2d) 35 (C.C.A..10th, 1935). Compare from the em- 
ployer’s point of view, Gardner-Denver Co. v. Comm’r, 75 F. (2d) 38 (C.C.A. 7th, 1935), 
cert. denied, 295 U.S. 763 (1935). 

85 Rossheim v. Comm’r, 92 F. (2d) 247 (C.C.A. 3d, 1937). 

86 Merhengood Corporation v. Helvering, 89 F. (2d) 972 (App. D.C., 1937), cert. 
denied, 302 U.S. 714 (1937); cf. Robinson v. Comm’r, 59 F. (2d) 1008 (C.C.A. 6th, 
1932). ' 

87 T.D. 4879, 1939-1 Cum. Butt. 159; Reg. 101, Art. 22(a)-1; Reg. 103, Sec. 1922(a)-1, 
Reg. 111, Sec. 29.22(a)-1. 

88 The types of cases won by the Government after the issuance of T.D. 4879 are 
Mason v. Comm’r, 125 F. (2d) 540 (C.C.A. 6th, 1942), cert. denied, 317 U.S. 657 (1942), 
where in addition to the initial spread the taxpayer was obligated to buy shares with a 
bonus which was measured by the employer’s profits, Hawke v. Comm’r, 109 F. (2d) 
946 (C.C.A. 9th, 1940), cert. denied, 311 U.S. 657 (1940), where the option depended 
upon the volume of business attributed to the taxpayer’s services and Connolly’s Estate v. 
Comm’r, 135 F. (2d) 64 (C.C.A. 6th, 1943), where the option price was about 40% of 
the market price. Where the option has been held to involve compensation, the measure 
has always been the entire differential existing at the time of the exercise of the option. Cf. 
Comm’r v. Smith, 324 U.S. 117, 181, 182 (1945). For a full discussion of stock option 
cases see Bastedo, Taxing Employees on Stock “Purchases” (1941) 41 Cor. L. Rev. 239 
and Note (1946) 1 Tax L. Rev. 225. 

89 324 U.S. 177 (1945). 
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The Smith Case. For the Supreme Court to have found <hat the option 
in the Smith case was not compensatory would have involved extremely 
tortuous reasoning. Under the facts in the case, Smith had received an 
option to buy shares in a corporation which his employer was trying to 
revivify. The resolution granting the option and the option itself referred to 
compensation. As the financial condition of the company improved due to 
the efforts of Smith and others, the value of the stock increased. With com- 
pensation conceded, the Tax Court found that the spread at the date of 
exercise was taxable even though no substantial spread had existed when the 
option was granted. The Supreme Court found that the Tax Court’s findings 
were supportable by the circumstances and upheld the taxability of the option. 
In so doing the Court observed that “Section 22(a) of the Revenue Act is 
broad enough to include in taxable income any economic or financial benefit 
conferred on the employee as compensation, whatever the form or mode by 
which it is effected.” It is these quoted words which may supply the key to a 
clarified concept of compensation. 


CONSIDERATION OF OBJECTIVE CRITERIA FOR DETERMINING THE EXISTENCE 
oF COMPENSATION 


The above quotation from the Smith opinion raises, it seems, the issue 
whether, given the existence of the employer-employee relation, it follows 
that the benefit flowing to the employee, must, under the circumstances, “be 
conferred on the employee as compensation” for past, present or future 
services. 

Intention in the law is at best a will-o’-the-wisp, replete with contradictions 
and defiant of definitive analysis. Yet it is upon this nebulous basis that 
questions of compensation have turned since the Geeseman decision in 1938. 
A legal principle which rests upon speculative considerations of intention 
cannot but impede efficient administration and confound taxpayers in search 
of a degree of certainty in the law. Where such a situation exists, further 
analysis seems indicated to see whether objective criteria cannot be discovered 
which may replace subjective tests. 

In determining whether a payment to an employee is compensation, the 
courts have indicated that it is necessary to look beyond the interpretation 
which the parties have placed upon their dealings and to ascertain the sub- 
stantial effect of the transaction.*° In all cases of compensation, the following 
factors may be found: (1) there is an economic or financial benefit ; (2) this 
benefit flows from the employer to the employee; and (3) similar benefits 
are not available on similar terms to any but employees. 

These three factors may demonstrate themselves in a variety of ways. 


40 Comm’r v. Smith, 324 U.S. 177 (1945) ; Hawke v. Comm’r, 109 F. (2d) 946 (C.C.A. 
9th, 1940), cert. denied, 311 U.S. 657 (1940) ; Connolly’s Estate v. Comm’r, 135 F. (2d) 
64 (C.C.A. 6th, 1943) ; Albert Russel Erskine, 26 B.T.A. 147 (1932) ; Levey v. Helvering, 
68 F. (2d) 401 (App. D.C., 1933). 
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Benefits may be conferred upon employees to induce a proprietary interest, 
or a greater or continued interest in the business, or to induce greater or 
continued effort on behalf of the business ; or to interest a potential employee 
to come or to remain with the firm; or to reward an employee for past ser- 
vices, or to give efficient employees an opportunity to buy into the business, 
or to make it of interest for an employee to supply the firm with a particular 
service or process. 

With specific reference to the troublesome area of stock options, any of the 
above may be the true reason for granting the option. Nevertheless, it 
is clear that the three criteria for finding compensation generally are also 
found in stock option cases. The existence of factors in the option agree- 
ments which bring these agreements within the ambit of the criteria may be 
seen from examining some of the arrangements. For example, they uni- 
formly provide for the termination of the option with separation from 
employment. They also commonly impose conditions permitting exercise only 
after a given period of employment or on the basis of tenure. The three 
criteria are implied by these terms. Other typical features of employee stock 
options include long periods within which to exercise the option, “buy-back” 
provisions, reduction in the option price when the market price declines, con- 
ditions permitting exercise of the option only if a substantial spread between 
option price and market price exists, and other variations on the theme of 
assuring the optionee of a gain or at least of protecting him against a loss. 
The three criteria are also implied here. 

There are areas where despite the existence of the employer-employee 
relationship, a financial or economic benefit flowing from the former to the 
latter does not involve compensation. Criterion (3) which requires that a 
similar benefit shall not be available on similar terms to any but employees, 
is designed to cover these cases. Thus, a man may wish to make gifts to his 
children, one of whom is in his employ. The fact that similar gifts are avail- 
able under similar terms to others than employees would remove the amount 
from the compensation category. Similarly, when a wife is an employee of 
her husband, a showing that gifts appropriate to the situation of the parties 
were made to her as a wife, would create an exception under criterion (3), 
since similar gifts might be made even though she were not an employee. 
Sales and purchases between employer and employee for adequate con- 
sideration would also be excepted under criterion (3). Thus, where an 
employee bought a stock option from his employer and similar options were 
available at the same price in the open market, no compensation would be 





involved. 

In individual cases, application of these criteria may seem to create hard- 
ships, for such things as Xmas gifts, sales at discount and similar benefits to 
employees would generally be treated as compensation. Equitable taxation 
and efficient administration, however, require that objectivity in taxation 
should become increasingly important in the federal tax structure. 

The Supreme Court pointed out in the Smith decision that the form or 











1946] NOTES 93 


mode by which compensation is effected is of no consequence so long as the 
financial benefit is conferred “as compensation.” If the criteria have merit, 
then any transfer from employer to employee where these three tests are met, 
involves compensation. Admittedly, diverse intentions may be involved in 
any such transfer varying from a sincere desire for an employee to have a 
financial stake in the business to what may seem like an escape from present 
high income tax rates to the snug harbor of capital gains. But the interpre- 
tation of Section 22(a) of the Internal Revenue Code given by the Supreme 
Court in the Smith decision did not state that a financial benefit must be 
conferred only as compensation in order to be taxed as such. That the transfer 
contains indicia of compensation may suffice. If that is so, then regardless of 
the intentions of the parties, if the financial benefit contains an element of 
compensation, that is sufficient to bring it within the scope of Section 22(a). 
The suggested three criteria may offer a guide for determining whether an 
element of compensation is present in a transaction between employer and 
employee. 


IMPLICATIONS AND CONCLUSION 


Adoption of the objective criteria outlined leads to certain conclusions 
with respect to benefits flowing from employer to employee. These are that 
(1) taxable income may be received by an employee notwithstanding the fact 
that it would not be taxable if the employer-employee relationship did not exist, 
(2) wherever a transaction between employer and employee confers an 
economic benefit which is not available under similar terms to any but em- 
ployees, such economic or financial benefit is in the nature of compensation, 
and (3) various motives or intentions may exist, but these would not affect 
the fact that the economic or financial benefit was within the scope of 
Section 22(a) of the Internal Revenue Code if the three criteria were met. 

The argument against a line of reasoning which leads to the conclusion 
that regardless of the intentions of the parties, a benefit flowing from em- 
ployer to employee is, in the light of certain tests, perforce compensatory in 
nature, is that this discriminates against employees, particularly as compared 
with investors generally. For an investor who is not an employee may buy 
into a business at a cost below that demanded of the general public, and the 
transaction would be treated as a purchase on which no tax is due until the 
stock is sold or exchanged, and then the tax is determined in accordance with 
the capital gain and loss provisions. But where an employee is the investor, 
gain is generally realized and taxable in full at the time the stock is acquired. 

It is true that employees are treated differently under the suggested reason- 
ing than others. But they are differently situated by virtue of the fact that 
they are employees and this relationship may serve as a basis for distinguish- 
ing the benefits flowing from employers to employees for uniform treatment. 
Further, the tests allow for an area where a benefit to an employee may not 
be compensatory, i.e., where similar benefits are available on similar terms to 
others than employees. 


3 
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The implications of so broad a concept of compensation are many ; but so 
are its attractions. For shadowy distinctions and a nebulous field of confusion, 
it substitutes clarity. For tax advantages flowing to the tax-wary and the 
well counseled at the expense of taxpayers generally, it substitutes equality. 
For complexity, it substitutes simplicity. The price exacted for these ad- 
vantages is recognition that the employee is in a peculiar position relative to 
his employer, that financial benefits flowing to him from the employer gener- 
ally come to him as an employee and that this identifies the benefit as 
compensatory in nature. 

The stage is set for judicial review of a broad approach to compensation. 
The Treasury, taking the Smith decision as a signal that its position on com- 
pensation prior to 1939 had been the correct one, has recently amended its 
regulation so as to revert to the rule in effect prior to 1939, i.e., that “if prop- 
erty is transferred by an employer to an employee for an amount less than 
its fair market value, regardless of whether the transfer is in the form of a 
sale or exchange, the difference between the amount paid for the property and 
the amount of its fair market value is in the nature of compensation and 
shall be included in the gross income of the employee.” ** In its most recent 
decision involving the question of compensation prior to the promulgation of 
this amended regulation, the Tax Court continued to refer to the factor of 
“intention of the parties.” 4? It will be of interest to examine the Court’s 
views on a compensation case which arises under the amended regulation. 

—Makrtin AT as * 


The New Hallock Regulation. There is a “possibility of reverter” 
lurking in almost every inter vivos trust, arid in the dark days before T.D. 
5512 it was a rare one which did not come under the shadow of Helvering v. 
Hallock.» Under Hallock’s trust the income was payable to his wife for her 


41 Reg. 111, Sec. 29.22(a)-1 as amended by T.D. 5507 (1946), I.T. 3795, Int. Rev. But. 
1946-8-12295. 

42 James M. Lamond, Dkt. 6026, CCH Dec. 14,972 (M) (1946). 

* Senior Attorney, Office of Tax Legislative Counsel, Treasury Department; formerly 
Economist, Division of Tax Research. 


1 Helvering v. Hallock, 309 U.S. 106 (1940). The applicable statute, §811(c), had 
a long history in the Supreme Court prior to the Hallock decision. Following are the 
most important cases in the series: Shukert v. Allen, 273 U.S. 545 (1927); Reinecke v. 
Northern Tr. Co., 278 U.S. 339 (1929); May v. Heiner, 281 U.S. 238 (1930); Klein v. 
United States, 283 U.S. 231 (1931) ; Helvering v. St. Louis Tr. Co., 296 U.S. 39 (1935) ; 
Becker vy. St. Louis Tr. Co., 296 U.S. 48 (1935) ; Hassett v. Welch, 303 U.S. 303 (1938). 
Klein v. United States was the first case turning upon the retention of a reversionary 
interest. The effect of Helvering v. Hallock was to reinstate the rule of the Klein case, 
overruling the intervening St. Louis Tr. Co. cases which had engrafted a substantial 
limitation upon it. 

For recent discussions of the Hallock problem see: Alexander, Possibilities of Re- 
acquisition and the Federal Estate Tax (1946) 1 Tax L. Rev. 291; Eisenstein, The Hal- 
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life; after her death the corpus was to be returned to Hallock jf still living ; 
if not, it was to go to his two children. Hallock had retained a contingent 
reversionary interest, effective if he survived his wife, and the ultimate 
possession, or right to possession, was therefore held in suspense until he died. 
The corpus ? was accordingly included in Hallock’s gross estate as the subject 
of a transfer “intended to take effect in possession or enjoyment at or after” 
his death. In the application of this relatively simple case it was the grantor’s 
retained interest which was looked upon as decisive, in disregard of every 
other factor ; this emphasis upon the so-called possibility of reverter was what 
gave the rule its explosive quality. Hallock’s interest was substantial; hus- 
bands frequently outlive their wives. But how distinguish it from that of 
another grantor who might have recovered the property had he survived all 
his children and issue or upon a premature failure of beneficiaries? The 
difference was apparently one of degree—a difference in the likelihood that 
the property would be returned to the grantor. And in February, 1945, the 
Supreme Court’ rejected any limitation based upon such probabilities: “It 
makes no difference . . . how remote or uncertain may be the decedent’s 
reversionary interest. If the corpus does not shed the possibility of reverter 
until at or after the decedent’s death, the value of the entire corpus on the 
date of death is taxable.” * Helvering v. Hallock was getting out of hand. 
Congress had not required that inter vivos trusts as such be included in the 
grantor’s gross estate. Yet this seemed to be the practical result toward which 
we were moving. A fresh start was indicated. 

Section 811(c) refers to transfers “intended to take effect in possession or 
enjoyment at or after” the decedent’s death. There is no mention of the 
“possibility of reverter.” A re-examination of the case law revealed that 
Helvering v. Hallock, and indeed every case in this group in which taxability 
had been upheld by the Supreme Court, involved a further significant factor 
in addition to the retained interest, a factor much more closely related to the 
language of the statute. The establishment of this factor as an additional 
requirement for taxability is the principal contribution of T.D. 5512, issued on 
May 2, 1946, amending Section 81.17 of the Estate Tax Regulations. The 


lock Problem: A Case Study in Administration (1946) 58 Harv. L. Rev. 1141; Eisenstein, 
Another Glance at the Hallock Problem (1946) 1 Tax L. Rev. 430; Johnson, Estate 
Tax on Inter Vivos Trusts (1945) 1 Tax L. Rev. 95; Nelson, Reverters in Estate 
Taxation (1945) 23 Taxes 98; The Stinson case (1945) 23 Taxes 245; Spencer, 
Federal Estate Tax on Inter Vivos Trusts: A Common Sense Rule for Hallock Cases 
(1945) 59 Harv. L. Rev. 43; Paut, SupPpLEMENT TO FEDERAL Estate AND Girt TAxa- 
TION, pp. 170-201. 

2 After deducting the value of the wife’s outstanding life estate. This deduction had 
been made by the Commissioner in assessing the tax. See Sec. 81.17 of Reg. 105 prior to 
its amendment in May 2, 1946, and Example (1) of T.D. 5512. Compare Weadock v. 
Kavanaugh, decided December 13, 1945, by the Sixth Circuit, CCH Estate & Gift Tax 
Serv., 7 10, 249. 

8 Comm’r v. Estate of Field, 324 U.S. 113, 116 (1945). See also Fidelity-Philadelphia 
Trust Co. v. Rothensies, 324 U.S. 108 (1945), decided the same day. 











96 TAX LAW REVIEW [Vol. 2: 


retention by the decedent or his estate of an interest in the property (the so- 
called possibility of reverter) is relegated to second place. The first require- 
ment is that “possession or enjoyment of the transferred interest can be 
obtained only by beneficiaries who must survive the decedent.” 

The instrument must be examined from two points of view. As to the 
decedent: did he retain any right or interest in the property, however con- 
tingent, either expressly or by operation of law? As to the remaindermen: 
must they survive the decedent in order to obtain possession ? 

The Hallock trust illustrates one type of survivorship. The property was 
to go to the children, the contingent remaindermen, only if Hallock failed to 
survive the life tenant, his wife. In respect to the Hallock children their 
survival of Hallock was only one of several contingencies affecting their right 
to possession. They must also survive their mother and she must survive 
Hallock. Merely outliving their father, the grantor, did not assure their pos- 
session. The Hallock type trust appears as example (1) of the new regulation, 
with remoteness of the reversionary interest accentuated by supposing the 
grantor to be 90 years old.* 

A more common type of survivorship is found in trusts measured by the 
grantor’s life—where the class of remaindermen is determined as of the date 
cf his death; for example, where income is payable to children and issue (or 
accumulated) during the grantor’s life, and at his death the corpus is to be 
distributed to his issue then surviving. Here survival of the decedent is the 
only contingency. 

The most common variety of this latter type of trust is one in which the 
grantor has reserved a life interest in the income, with gifts over at his death, 
of income or principal. Such a trust, if created after March 3, 1931, is covered 
by the Joint Resolution of that date ® and the corpus is subject to inclusion 
in the grantor’s gross estate by virtue of the retained life interest and ir- 
respective of any other factor. But if created before that date it must be dealt 
with under T.D. 5512°; and the mere retention of a life interest does not 





# Note that the title of the granddaughter’s child (the ultimate remainderman) is not 
contingent upon his (the child’s) surviving the grantor. The child’s heirs would take 
through him even if the child failed to survive the grantor, provided the latter died before 
the life tenant. But neither the child nor his heirs could obtain either possession or un- 
qualified title to the remainder as long as the grantor lived. 

The Hallock type of survivorship is also present in example (3) after the death of the 
father. If, however, the grantor died before his father nothing would be taxable under 
§ 811(c) since it could not then be said that possession could be obtained “only by benefi- 
ciaries who must survive the decedent.” The father need only survive the life tenant in 
order to take. It is apparently immaterial under such circumstances that the father is not 
likely to survive the life tenant and that the remainder will in all probability vest in the 
grantor’s issue who did have to survive the grantor. 

5 The statute was further amended by Sec. 803(a) of the Revenue Act of 1932. 

6 See May v. Heiner, 281 U.S. 238 (1930) and the three per curiam decisions an- 
nounced on March 2, 1931, on the authority of May v. Heiner [Burnet y. Northern Tr. 
Co., 283 U.S. 782; Morsman v. Burnet, 283 U.S. 783, and McCormick v. Burnet, 283 U.S. 
784] ; Helvering v. Bullard, 303 U.S. 297 (1938) ; Hassett v. Welch, 303 U.S. 303 (1938). 


See Reg. 105, Sec. 81.18. 
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count as a “right or interest in the property” for purposes of the new regula- 
tion. The two cases decided by the Supreme Court in February, 19457 were 
of this latter type, each involving a pre-1931 trust under which the grantor 
had reserved a life estate. 

One of these cases, Fidelity-Philadelphia Trust Co. v. Rothensies, now 
appears as example (5) of the new regulation. As the facts are restated in 
the regulation, the remainder following the grantor’s reserved life estate, is 
given to another for life and then to “such succeeding life tenant’s issue who 
survived both the decedent and the life tenant.” The survivorship requirement 
is satisfied, it is said, because “possession or enjoyment of the property can 
be obtained by the succeeding life tenant and by the succeeding life tenant’s 
issue only if they survive the decedent.” This statement would be equally true 
if the issue were required merely to survive the succeeding life tenant and their 
remainder interests were to vest upon the latter’s death, whether before or 
after the death of the grantor. Neither the succeeding life tenant nor his 
issue could as a practical matter come into possession as long as the grantor 
lived. In this sense there is always survivorship where possession and enjoy- 
ment are affected by the grantor’s death, by virtue of a reserved life estate or 
otherwise, even though the remainder interests are vested or may vest during 
his lifetime. Assuming that we are going back to the language of the statute 
(which speaks of “possession or enjoyment,” not title) for purposes of the 
survivorship requirement, it might have been better to eliminate from 
example (5) the contingency that the issue survive the grantor—they would 
have had to do so anyhow to obtain possession.® 

Evidence that the survivorship requirement is referable to possession, not 
title, is found in example (6). This requirement is there satisfied only because 
the grantor has reserved a life estate. His wife and son (succeeding life 
tenants) and the son’s surviving wife and issue (ultimate remaindermen) 
must all survive the grantor in order to obtain possession, although their 
respective titles are vested or may vest during the grantor’s life. This example 
deals primarily with the second requirement (the grantor’s retained interest), 
but we may assume that if the survivorship factor were not considered to be 
present the Treasury would have said so. 

The typical trust in which the element of survivorship is absent appears 
as example (2). Income is given to a son for life; at the son’s death the 
property goes to his surviving issue, with a reverter to the grantor or his 
estate if no issue survive the son. There is plenty of survivorship here but 


7 Cited in note 3 supra. 

8 In a footnote to its opinion in Goldstone v. United States, 325 U.S. 687, 693 (1945), 
the court refers to the Fidelity-Philadelphia case, reciting the facts in a manner seemingly 
at variance with the original opinion in that case. As the facts are stated in the Goldstone 
opinion it would appear that the vesting in the issue of title to the remainders depended 
only upon surviving the succeeding life tenant; survival of the grantor was not required. 
Survivorship as to him was therefore referable only to possession. The trust instrument 
is ambiguous in this respect. See transcript of record in the Supreme Court, Fidelity- 
Philadelphia Trust Co. v. Rothensies, p. 14a. 
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it has no reference to the grantor’s death. The trust is measured by the son’s 
life and his is the life which the issue must survive. Example (2) is based 
upon the trust in Estate of Biddle,® decided by the Tax Court adversely 
to the Government before the recent Supreme Court decisions. The Gov- 
ernment had filed an appeal to the Third Circuit which was pending on 
June 11, 1945, when the Supreme Court announced its decision, favorable to 
the Government, in Goldstone v. United States,’° another so called possibility 
of reverter case. One week later the Court amended one of the footnotes to 
the opinion.*? As originally written this footnote had expressly overruled the 
Third Circuit decision in Lloyd’s Estate v. Commissioner ?*; in the footnote 
as amended this question was specifically left undecided. The Lloyd trust was 
like the Biddle trust; the grantor had retained a contingent reversionary in- 
terest—a right to recover the property upon a failure of beneficiaries. But 
the interests of the remaindermen were in no way contingent upon surviving 
the grantor. “Whether he lived or died,” as the Third Circuit had pointed 
out in holding the corpus non-taxable, “the trusts were the same and 
unaffected.” 

The Government might still have pressed its appeal in the Biddle case, 
since the question was left open, and in doing so might have relied with con- 
siderable force upon the language of Mr. Justice Murphy in the two possibility 
of reverter cases decided in February 1945.** It is enough, says the court, if 
the decedent “retains some contingent interest in the property until his death 
or thereafter.” 44 The retention of such a “string” was arguably sufficient to 
sweep the entire corpus into the gross estate. But the contrary view prevailed. 
On September 20, 1945, the Government dismissed its appeal in the Biddle 
case and on October 3, the Commissioner acquiesced in this decision, thus 
foreshadowing the restatement of the Hallock rule in T.D. 5512. The exemp- 
tion from tax of the Lloyd-Biddle type ‘of trust is the core of the new 
regulation.*® 

Before leaving the survivorship requirement, mention should be made of 
one refinement which figures prominently in T.D, 5512. Where beneficiaries 
can obtain possession “either by surviving the decedent or through the oc- 


93 T.C. 832 (1944). 

10 325 U.S. 687 (1945). 

11 Footnote 2, 325 U.S. at p. 690. 

12141 F. (2d) 758 (C.C.A. 3d, 1944). 

18 Cited in note 3 supra. 

14 324 U.S. 108, 112 (1945). 

15 Example (4) also involves a trust in which the survivorship requirement is not satis- 
fied. It is based upon Dominick’s Estate v. Comm’r 152 F. (2d) 843 (C.C.A. 2d, 1946), 
and has apparently been included to eliminate that case as an authority. In this example 
incidentally the situation in respect to an interest contingent upon the son’s death under 
25 is analogous to that in the Hallock case. Upon the death of the son (under 25) the 
property was to return to the grantor if living, otherwise it was to go to the son’s heirs; 
the heirs must survive the grantor to obtain possession. The regulation disregards this 
interest, but the result might perhaps have been different if the son were required to 
reach 75, for example, in order to obtain the corpus. 
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currence of some other event or through the exercise of ‘a power,” the 
survivorship requirement is not satisfied unless “the power or event is deemed 
to be unreal.” This is illustrated by the Ballard case** which appears as 
example (8). Here income is payable to the grantor’s daughter until death 
of the survivor of the grantor and his wife; remainder to the daughter or her 
issue then surviving. So far the survivorship requirement is met; the re- 
maindermen must survive the grantor. But a refinernent is added: the wife 
is given the power to alter, amend or revoke the trust and may obtain the 
property outright or control its disposition during the grantor’s lifetime by 
the exercise of this power. The trust is therefore not subject to tax.’” 

This limitation raises an interesting question under the Goldstone case.’* 
That case involved a combination life insurance-annuity policy under which 
the decedent’s wife was given the power to change beneficiaries and to draw 
down the cash surrender value. The court held the proceeds subject to tax, 
notwithstanding that the exercise of this power might have resulted in pay- 
ment and discharge of the contracts during the decedent’s life. The case is 
perhaps distinguishable from Estate of Ballard v. Commissioner, since the 
cash surrender value of the contracts was substantially less than the proceeds 
payable at death. Hence it was unlikely that the wife would exercise the 
power, which might therefore be considered “unreal” within the meaning of 
T.D. 5512. This distinction is not too convincing. It is doubtful whether the 
present right to anticipate an annuity or cash in a life insurance policy can 
ever be considered “unreal.” However, the Bureau will probably continue 
to assert a tax in the Goldstone situation, regardless of the new regulation, 
for the very good reason that the Supreme Court has said that this is the law.’® 

Consider now the second requirement for taxability under the new Hallock 
rule: that the decedent has reserved some right or interest in the property 
(other than a life estate, as to which another regulation applies).*° This 
factor would appear to be of less substance than survivorship. It is not men- 
tioned in the statute, which states the rule in terms of possession or enjoyment 
in relation to the grantor’s death. But the need for some sort of reversionary 
interest in the grantor could hardly be eliminated without running afoul of 
Reinecke v. Northern Trust Co." and May v. Heiner.** It is not enough 


16 Estate of Ballard vy. Comm’r, 47 B.T.A. 784 (1942), aff'd per curiam, 138 F. (2d) 512 
(C.C.A. 2d, 1943). 

17 Suppose the wife’s power were testamentary in character or could be exercised only 
after the daughter reached 30, or that her judgment were subject to some objective stand- 
ard referable to her own needs and circumstances. The issue would seem to depend upon 
whether the necessary conditions for an exercise of the power were present at the moment 
of the grantor’s death. 

18 Cited in note 10 supra. 

19 The Supreme Court considered the Ballard case in the Goldstone opinion and dealt 
with it like the Lloyd case, first overruling it, then amendiny a tcotnote to leave this 
question open. Footnote 2, 325 U.S. at page 690. 

20 See note 6 supra. 

21 278 U.S. 339 (1929). 

22 281 U.S. 238 (1930). 
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that the remainder is to become effective upon the grantor’s death, whether 
upon the falling in of his life estate or otherwise ; the corpus is not taxable 
unless the grantor has retained some interest which passes at his death— 
passes from the dead to the living. To ignore this requirement at this late 
date, in view of the commanding position which it has occupied in all dis- 
cussions of the Hallock problem, would not only run counter to the two cases 
just cited—it would amount almost to contempt of court. 

The grantor’s retained interest or possibility of reverter need not depend 
on survivorship, but may be based upon a contingency unrelated to his death 
and may run either to the grantor or to his estate. This is illustrated by the 
Fidelity-Philadelphia case as stated in example (5) of the regulation. Here 
the retained interest is a power of appointment effective in case a secondary 
life tenant died without surviving issue, an event which might occur either 
before or after the grantor’s death.** 

The retained interest satisfies this requirement “whether arising by the 
express terms of the instrument or otherwise.” ** And the Supreme Court 
has said that the degree of remoteness is immaterial.?> This means that a 
theoretical gap in the remainder interests set out in the instrument may 
subject the entire corpus to tax if the survivorship requirement is satisfied. 
Suppose a grantor seventy years old, with six adult children, twenty grand- 
children and a scattering of great-grandchildren, has established an inter vivos 
trust measured by his own life, the corpus to be distributed per stirpes at his 
death to his surviving children and issue.*® There is a theoretical gap in this 
instrument giving rise to a reversion by operation of law effective if the 
grantor should survive all his issue. Whether the Hallock rule, as now 
restated, will be pressed this far remains to be seen. 

In support of the tax it may be said that requirement (2) (retained interest 
in the grantor) is only a relic at best, that the basic factor under the statute 
is requirement (1) (remainder interests conditioned upon survivorship), and 
hence that this trust should be subjected to tax, even though it might have 
escaped if the draftsman had inserted a gift over upon failure of issue. On 
the other hand, no lawyer not versed in the folklore of the Hallock problem 
would foresee the need for a gift over in such a trust; and taxability should 
hardly turn upon the presence or absence of a provision so lacking in substance. 

There is nothing in the regulation to indicate that a reasonable standard of 
remoteness will not be applied to reverters by operation of law.” The two 


“ 


23 See note 8 supra, and footnote 2 to the opinion in Goldstone v. United States, 325 
U.S. 687, 693 (1945). 

24 For recent examples of reverters by operation of law see Comm’r v. Bank of Cali- 
fornia, 155 F. (2d) 1 (C.C.A. 9th, 1946) ; Comm’r v. Bayne’s Estate, 155 F. (2d) 475 
(C.C.A. 2d, 1946). 

25 See cases cited in note 3 supra. 

26 Compare the trust involved in B. H. Kroger Estate v. Comm’r, 145 F. (2d) 901 
(C.C.A. 6th, 1944), where the issue was contemplation of death. 

27 But see the Bank of California and Bayne cases cited supra note 24; see also Beach, 
Ex’r v. Busey (C.C.A. 6th, July 15, 1946), CCH Estate and Gift Tax Serv., ¥ 10,502, 
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examples of such reverters which appear in the regulation-[examples (7) 
and (8)] involve situations in which a failure of beneficiaries might well have 
been anticipated and provided for.” 

It is not difficult to avoid a reverter by operation of law by including a catch- 
all gift over upon failure of beneficiaries.*® Such a gift, running to a desig- 
nated individual and his estate or to an established charity, will ordinarily be 
quite disappointing and unproductive from the point of view of the donee, but 
it may result in a very substantial saving in tax to the grantor’s estate.*° 

It is made clear in the new regulation that the decisive moment is that 
immediately prior to the grantor’s death. In example (3) a non-taxable 
trust becomes subject to tax by reason of a supervening event—the death of 
a contingent remainderman who did not have to survive the grantor. And in 
example (8) the prior death of the wife who had the power to alter the trust 
and take over the corpus during the grantor’s lifetime would have resulted in 
tax. In both examples the trust when executed was apparently not one 
“intended to take effect in possession or enjoyment at” the decedent’s death, 
within the meaning of T.D. 5512. Both trusts were, however, drawn into the 


which involved a possible failure of the trust in the event either the grantor or his wife 
should re-marry and have issue unrelated to the other. 

28 In each of these examples incidentally there is a gap in the limitations apart from a 
possible failure of issue. The beneficial enjoyment of the property would be returned to 
the grantor by operation of law, in example (7) if he survived his son, in example (8) 
if he and his wife survived his daughter. But in each case the recovered interest would 
be for life only, assuming that the son or daughter left issue surviving. The effect of such a 
secondary life estate in the grantor in a trust executed after March 3, 1931, depends upon 
the Joint Resolution of that date, the 1932 amendment of §811(c), and Sec. 81.18 of 
Reg. 105. See notes 5 and 6 supra. Compare Estate of Curie v. Comm’r, 4 T.C. 1175 
(1945), pending in the Second Circuit; Estate of Nathan, 6 T.C. 605 (1946). 

In example (7) note that although the particular estate is for the decedent’s life, only 
the “estate in remainder” is to be taxed. Despite this language it is presumably intended 
to include the entire value of the property without deduction for the particular estate 
which terminates with the decedent’s death. 

29 An ultimate gift over to the grantor’s next of kin is apparently sufficient to fill all 
gaps and prevent a reverter by operation of law. This is example (6), based upon Comm’r 
v. Kellogg, 119 F. (2d) 54 (C.C.A. 3d, 1941) ; cf. Comm’r v. Hall’s Estate, 153 F. (2d) 173 
(C.C.A. 2d, 1946). But suppose the failure of beneficiaries occurred during the grantor’s 
life, before he had any “next of kin” under the statutes of descent and distribution. The 
property would return to the grantor and, under the so-called “worthier title” rule, would 
probably vest in him freed of the trust. In Beach, Ex’r v. Busey, cited supra note 27, a 
gift over to the grantor’s heirs at law was held not to prevent a reverter, partly on the 
ground that the grantor’s statutory heirs could not be determined until his death. No 
mention was made of the new regulation notwithstanding the similarity to example (6). 
Compare also Estate of Bertha Low, 2 T.C. 1114 (1943), aff'd sub nom. Orne vy. Comm’r, 
145 F. (2d) 832 (C.C.A. 2d, 1944). 

80]f the grantor undertakes to explain to the donee that this illusory gift over is 
inserted in the instrument to avoid estate tax, he runs the risk that the donee will turn 
up as a witness for the government in a contemplation of death case. Cf. Allen v. Trust 
Company of Georgia, 66 Sup. Ct. 389 (1946); Vanderlip v. Comm’r, 155 F. (2d) 152 
(C.C.A. 2d, 1946). 
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gross estate by reason of the subsequent death of one of the beneficiaries, 
leaving others whose interests depended wholly upon surviving the grantor. 
The grantor presumably intends the instrument to operate against the back- 
ground of his family situation, and may be considered as contemplating that 
a change in that situation may render the statute applicable. If any significance 
is to be attached to the neglected word “intended” in the statute,™ this is 
perhaps a sufficient rationalization to support the rule. 

The selection of the moment immediately prior to the grantor’s death as 
decisive for purposes of T.D. 5512 is supported by certain language in the 
Goldstone opinion. In that case, however, the court was considering a situa- 
tion which was the reverse of that suggested in examples (3) and (8). In 
the Goldstone case a supervening event, exercise of the wife’s power to cash 
in the policies, might have freed from tax an otherwise taxable trust. This is 
perhaps not quite the same thing as converting a non-taxable trust instrument 
into a taxable one. 

The Treasury has done an excellent job of rationalizing and civilizing the 
Hallock problem—transforming it, let us hope, from a problem to a rule.*? 
The next step is to put this rule into practice. In this connection it is pertinent 
to recall that the predecessor regulation, the original Section 81.17 of Regula- 
tions 105, is headed, “Transfers Conditioned upon Survivorship,” and purports 
to state the rule of the Hallock case in terms of survivorship; and further 
that, despite this regulation, the Government came within one footnote of 
persuading the Supreme Court to overrule the Lloyd case,** a case in which 
the element of survivorship was entirely lacking. But let the dead past bury 
its dead—without benefit of survivorship. No one can afford to ignore this 
new regulation ** or the teachings of its examples. We may confidently 
anticipate that T.D. 5512 will enjoy a useful and healthy life. 

—JoserH S. Piatt * 


81 But see Central Hanover Bank (Johnson Estate) v. United States, Ct. Cl., February 
5, 1945, CCH Estate & Gift Tax Serv., {[ 10,173. 

82 The eight examples are well chosen and cover the field fairly well, although under- 
standably no attempt has been made to answer every question in advance. For instance, 
no example has been included covering a trustee’s power to invade corpus for the grantor’s 
benefit. Blunt v. Kelly, 131 F. (2d) 632 (C.C.A. 3d, 1942) ; Comm’r vy. Irving Trust Co. 
(Beugler Estate), 147 F. (2d) 946 (C.C.A. 2d, 1945) ; cf. Bankers Trust Co. (Saunders 
Estate) v. Higgins, 136 F. (2d) 477 (C.C.A. 2d, 1943). And none of the examples involves 
life insurance, although under certain conditions the transfer of a life insurance policy 
may subject the proceeds to tax under §811(c). H. R. Rep. No. 2333, 77th Cong., 2nd 
Sess. (1942) 163; Sen. Rep. No. 1631, CCH Estate & Gift Tax Serv., {[ 3470.50. 

88 Cited in note 12 supra. 

84 But see Beach, Ex’r v. Busey, notes 27 and 29 supra, decided by the Sixth Circuit on 
July 15, 1946. 

* Member of Burr, Porter, Stanley & Treffinger, Columbus, Ohio. Prior to June 1, 
1946, the writer was Head of the Criminal and Compromise Section, Tax Division, De- 
partment of Justice. This note is based upon material presented by Mr. Platt in Chicago 
on June 3, 1946, at the Thirty-Ninth Annual Conference on Taxation under the auspices 
of the National Tax Association. 
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Effect of the Administrative Procedure Act on Decisions of the 
Tax Court. The Administrative Procedure Act,’ signed on June 11, 1946, 
proclaims that it is “An Act to improve the administration of justice by 
prescribing fair administrative procedure.” * It contains many provisions that 
should make possible the achievement of its purposes. However, as the pur- 
pose of this paper is not to analyze the Act, as such, but solely to consider 
whether it affects the Tax Court, and its effect on judicial review of decisions 
of that Court, no detailed analysis will be attempted as to the many reforms, 
except the question of judicial review * in relation to the Tax Court. 

The Act, in terms, applies to “agencies” of the federal government, with 
certain enumerated exceptions. “Agency” is defined as “each authority 
(whether or not within or subject to review by another agency) of the 
Government of the United States other than Congress, the courts, the govern- 
ments of the possessions, territories, or the District of Columbia.” ‘* If the 
Tax Court is in fact a court, it is not subject to the Act; if it is not a court, 
then it is an “agency” and is subject to the Act. 


THE Tax Court Is AN AGENCY 


The Tax Court, both when it was known as the Board of Tax Appeals 
as well as since its change of name to “The Tax Court of the United States,” 
has been characterized by the real judicial demeanor of its members and they 
have won the respect and approbation of the bench and bar. The procedure 
of the Court, the taking of evidence, the opportunity to submit briefs and 
engage in oral argument and its other practices, have been typical of a court. 
Nevertheless, the Board of Tax Appeals, created in 1924, was defined as “an 
independent agency in the executive branch of the Government.” > When its 
powers were enlarged in 1926 ® that definition was not altered. The Internal 
Revenue Code, when enacted, provided that the “Board of Tax Appeals shall 
be continued as an independent agency in the Executive Branch of the 
Government.” * 

The Supreme Court early had occasion to consider whether the Board was 
a court or not. In Old Colony Trust Co. v. Commissioner ® the Supreme 
Court had to decide whether a circuit court of appeals which had reviewed a 
determination of the Board of Tax Appeals was exercising its powers in 
reviewing a determination of a lower court or whether it was exercising 
another function. The Court concluded that the Board of Tax Appeals was 
an agency and not a court.® 


1 Pus. L. 404, 79th Cong., 2d Sess., c. 324. It will hereinafter be cited as the “Act.” 
2 Note 1 supra. 

8 Act, Section 10. 

# Act, Section 2(a). 

5 Revenue Act of 1924, Sec. 900(k), 43 Stat. 253, 338. 

6 Revenue Act of 1928, Sec. 901(a) et seq., 44 Stat. 9, et seq. 

TLR.C,, § 1100. 

8279 U.S. 716, 73 L. ed. 919 (1929). 

9279 U.S. 716, 725 (1929). 
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The name of the Board was changed to “The Tax Court of the United 
States.” *° The amending statute, however, did not change its description as 
“an independent agency in the Executive Branch of the Goverrment,” but 
simply added a sentence following that one, reading “The Board shall be 
known as the Tax Court of the United States.” 11 And out of an abundance 
of caution, it was further provided that “The jurisdiction, powers and duties 
of the Tax Court of the United States . . . shall be the same as by existing 
law provided in the case of the Board of Tax Appeals.” *? 

Shortly after the change of name, it became necessary to determine whether 
in fact the Board had become a court. A taxpayer had instituted a proceeding 
in the Tax Court. A decision adverse to the taxpayer was rendered. Prior 
to the filing of a petition to review by the Circuit Court of Appeals, the tax- 
payer died. Thereupon his personal representatives filed such a petition. No 
substitution of parties was made. It was held that no substitution was re- 
quired, as the Tax Court was not a court, and that the commencement of the 
proceeding to review constituted the initiation of judicial proceedings.** 

Thus it would appear to be clear that Congress provided, and the judicial 
branch of the government in no uncertain terms held that the Tax Court is 
an “agency.” Notwithstanding the congressional mandate as judicially con- 
strued, the Attorney General reviewing the proposed act at the request of 
the Chairman of the Judiciary Committee of the Senate, gave it his im- 
primatur, categorically stating that the word “Courts” (referring to exclusions 
from the proposed Act) includes the Tax Court.’* No reference was given 
to support that conclusion. It would appear that the Attorney General was 
misled by the title of the “court.” 

The legislative history of the Administrative Procedure Act and the pur- 
poses to be achieved indicate that it was intended to include the Tax Court 
in the category of “agencies.” It has a long legislative and administrative 
history. Bills were introduced in each Congress from the 73rd to the 79th 
either to create an Administrative Court or to improve administrative pro- 
cedure.*® While one of the criticisms of existing procedure has been the fact 
that prosecuting and adjudicatory functions were combined in the same hands, 
another equally serious criticism is the highly attenuated judicial review of 
findings of administrative agencies.** While the Tax Court is independent 
of the Bureau of Internal Revenue and does not have any tax collection 
functions, the criticisms based upon the limitation upon the right of review 


do exist. 


10 Revenue Act of 1942, Sec. 504(a), 56 Stat. 957. 

11 Note 10 supra. 

12 Revenue Act of 1942, Sec. 504(b). 

18 Hutchings-Sealy National Bank v. Comm’r, 141 F. (2) 422, 424 (C.C.A. 5th, 1944). 

14 Rep. COMM. ON THE JupICIARY, SEN. Rep. No. 752, No. 758, 79th Cong., 1st Sess. 38. 
Significantly, while the Senate committee appended the Attorney General’s favorable 
report to its report, it did not comment thereon. 


15 Note 14 supra, pp. 1-4. 
16 FinaL RErorT OF THE ATTORNEY GENERAL’S COMMITTEE ON ADMINISTRATIVE Pro- 


cepuRE (SEN. Doc. No. 8, 77th Cong., Ist Sess.), pp. 75-95, 209-212. 
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THE EFFECT UPON APPEALS FROM THE TAX COURT 


It has long been the law that findings of fact of administrative agencies 
would not be disturbed by the courts if there was substantial evidence to 
support the finding.*7 The Dobson case** added a new concept that the 
findings of administrative bodies are binding as to mixed questions of law and 
fact and that the determination of the Tax Court could be reversed only on 
clear-cut errors of law. 

The Administrative Procedure Act provides a more discriminating standard 
for “agencies.” Section 10 relates to judicial review. Except to the extent 
that other statutes preclude judicial review or to the extent that the exercise 
of discretion is involved, it requires the reviewing court to set aside agency 
action, findings, and conclusions unsupported by substantial evidence.’® It 
then expressly recites that “In making the foregoing determinations the court 
shall review the whole record or such portions thereof as may be cited by 
the parties, and due account shall be taken of the rule of judicial! error.” *° 
This provision is of the utmost importance to overcome the doctrine that the 
substantial evidence rule is met when such evidence is found anywhere in the 
record, although a contrary result would be reached if the entire record is 
searched.”* 

While the new statute does not require the reviewing court to apply the 
“weight of evidence” test, it does require the court to go further than casting 
its eye upon the evidence in support of the agency’s determination for some 
evidence to support it. The Court will be required to examine the entire 
record and determine whether there is “substantial evidence” to support the 
determination being reviewed. 


RECOM MENDATIONS 


If the Supreme Court concludes that the Tax Court is an agency, the above 
standard will apply to reviews from the Tax Court. If, however, the Supreme 
Court determines that, notwithstanding the statutory definition of the Tax 


17 Federal Security Administration v. Quaker Oats, 318 U.S. 218, 87 L. ed. 724 (1943) ; 
Helvering v. Chicago Stockyards, 318 U.S. 693, 87 L. ed. 1171 (1943). 

18 Dobson v. Comm’r, 320 U.S. 489, 88 L. ed. 248 (1943). It is not the purpose of this 
paper to comment on the Dobson case, far less to reach definitive conclusions as to its 
meaning. See: Paul, Dobson v. Commissioner: The Strange Ways of Law and Fact 
(1944) 57 Harv. L. Rev. 753. 

19 Act, Section (10) (e). 

20 Note 19 supra. 

21 Comm’r v. Scottish-American Investing Co., 323 U.S. 119, 124, 65 S. Ct. 169 (1944). 
The Court there said: “And when the Tax Court’s factual inferences and conclusions 
are determinative of compliance with statutory requirements, the appellate courts are 
limited to a determination of whether they have amy substantial basis in evidence. The 
judicial eye must not in the first instance rove about searching for evidence to support 
other conflicting inferences and conclusions which the judges or the litigants may 
consider more reasonable or desirable. It must be cast directly and primarily upon the 
evidence in support of those made by the Tax Court” (emphasis supplied). 
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Court, it is not an agency, an anomalous situation will be created. Other 
agencies will be subject to the higher standard of review discussed above. 
The doctrine of the Dobson case will apply to the Tax Court with unabated 
vigor. Since all tax cases do not originate in the Tax Court, the difference in 
the degree of review, as between the Tax Court on the one hand, and the 
Court of Claims and the District Courts on the other, will become increasingly 
indefensible.?? 

There are several simple solutions. The most obvious one is to convert the 
Tax Court into a true court and make Rule 52 of the Rules of Civil Procedure 
applicable to it.** In that case, the determinations of the Tax Court will be 
subject to the same standard of review as the findings of a district judge who 
tries a case without a jury. However, it is doubtful that Congress would go 
that far. 

The alternative is expressly to amend the Administrative Procedure Act 
to provide that Section 10 dealing with judicial review, applies to the Tax 
Court, but that the Act is not otherwise applicable. In that way uncertainty 
will be removed and the decisions of the Tax Court will have exactly the same 
force in the appellate courts as the determinations of other administrative 


agencies. 
—James Harte LEVENSON * 


Tax Benefit Developments. It is more and more apparent that the so- 
called tax benefit doctrine, heretofore consistently frowned upon by the 
Treasury, is becoming firmly entrenched in our system of taxation. Its rami- 
fications are infinite, since one can hardly visualize all of the possible transac- 
tions to which it has potential application. Tt can no longer be doubted that 
the doctrine is rightfully entitled to a place in our taxing system, particularly 
since the concept of annualization of income has been discarded as unservice- 
able to reflect properly the economic results of whole transactions over a 
period of years." 

The decision of the Supreme Court in the now famous case of Dobson v. 
Commissioner ? supplied added impetus to the doctrine. Although the Supreme 
Court refrained from adopting any rule of tax benefits, it did interpret Section 


22 Kohnstamm v. Pedrick, 153 F. (2) 506 (C.C.A. 2nd, 1945); cf. Bush v. Helvering, 
133 F. (2) 1005 (C.C.A. 2nd, 1943). See also Brooklyn Natl. Corp. v. Comm’r,—F. 
(2d)— (C.C.A. 2d, 1946). 

23 Rule 52 of the Rules of Civil Procedure provides that findings of fact of a trial 
judge sitting with a jury shall not be set aside by the appellate court unless “clearly 
erroneous.” Due regard is given to the fact that the trial judge had an opportunity to 
judge the credibility of witnesses. 

* Member of the New York Bar. 


1See Tye, Tax Benefit Ramifications in View of Recent Treasury Ruling, Fourth 
Annual Institute on Federal Taxation (1946), p. 683. 
2 320 U.S. 489 (1943), rehearing denied, 321 U.S. 231 (1944). 
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22(b) (12) of the Code, and more important it ruled that no statute or regu- 
lation having the force of one, nor any principle of law compels the Tax 
Court to find taxable income in a transaction where as a matter of fact it 
found no economic gain and no use of the transaction to obtain tax benefit. 
This holding resulted in a reversal of Treasury policy as to the assumed limit- 
ing effect of Section 22(b)(12) through the promulgation of T.D. 5454. 
This ruling retroactively amended the regulations interpreting Section 22 
(b)(12), by providing that the tax benefit doctrine, in addition to items 
specified in the statute, also applies to “. . . other losses, expenditures, and 
accruals made the basis for deductions. . . .” * 

The continuous broadening of the application of the tax benefit doctrine is 
indicated by two recent Court decisions, both of which involve unusual factual 
circumstances. In the first case, Central Hanover Bank & Trust Company v. 
United States, the Court decided that bad debts, charged off and deducted 
by the parent corporation in previous loss years, were nontaxable under 
Section 22(b) (12) in the year of recovery by the parent even though owner- 
ship of the debts was temporarily in a wholly-owned subsidiary. The facts 
were that the plaintiff bank, from 1931 to 1936 inclusive, charged off bad 
debts which were claimed as tax deductions in the amount of $32,216,437.75, 
which to the extent of $23,316,688.51 resulted in no tax benefit in view of 
substantial deficits in those years. In 1931 the bank organized The Tulsa 
Company, Inc. as its wholly-owned subsidiary and at various intervals trans- 
ferred to Tulsa all loans then standing on the books which had been charged 
off as worthless or partially worthless. The transfer consisted of 299 loans 
aggregating a face amount of $14,645,555.80. The consideration paid by Tulsa 
was the book balance of the loans as carried on the bank’s books except in 
certain cases where the consideration exceeded the book balance. It was stipu- 
lated that Tulsa was created for the purpose of engaging in salvage operations, 
ie., to realize what it could on the worthless or partially worthless debts 
transferred to it by the Bank. After the transfer of various loans, Tulsa 
made recoveries which it included in its taxable income. However, in 1936 
Tulsa was dissolved and all of its assets were transferred to the Bank. 
Among these assets were 24 out of the 299 loans originally transferred, 
aggregating a face amount of $3,415,196.92. After the retransfer the Bank 
recovered $278,556.01 on these bad debts which were designated as “Group B” 
recoveries in order to distinguish them from recoveries on bad debts which 
the Bank had retained without transfer to Tulsa. 

The Government contended that the tax benefit rule had no application 
where bad debts were transferred to another and later retransferred to the 
taxpayer. However, the Court, after noting that Congress had recognized 


8 Int. Rev. Buty. 1945-10, p. 2, which amended Reg. 111, Sec. 29.22(b) (12)-1. 

4 T.D. 5454 had the two-fold purpose of (1) codifying, in effect, the obvious implications 
of the Dobson case, and (2) through making applicable the 22(b) (12) regulations to all 
types of recoveries, eliminated the conflict between the court-made rules and the rules 
prescribed by the regulations. 

5 P-H (1946) 972,455 (S.D. N.Y., 1946). 
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the hardship imposed on taxpayers in such situations by enacting Section 
22(b) (12), stated that the issue was narrowed to but one point, namely, did 
the temporary ownership of the bad debts by Tulsa defeat the bank’s right to 
exclude the “Group B” recoveries from gross income. The Government, in 
urging denial of application of the tax benefit doctrine, stressed the business 
activities of Tulsa and claimed the nature and extent of its business established 
it aS a separate taxable entity, citing Moline Properties, Inc. v. Commissioner,® 
and National Investors Corporation v. Hoey." It also contended that the 
transfers from the bank to Tulsa were sales within the meaning of Sections 
111 to 113 inclusive, of the Revenue Act of 1936.8 It argued that since a 
sale as a matter of law constitutes a tax event, requiring realization of the 
entire loss or gain consequent thereon, the bank forfeited its right to a 
redetermination of its original action by the temporary transfer of the 
bad debts to Tulsa. 

The bank, on the other hand, although recognizing that Section 112 would 
be operative if a gain or loss had resulted in the original transfer, contended 
that if the transfers were sales within Section 112, a distinction is apparent 
since no gain or loss was realized by the transfer. It was stipulated the 
transfers were for salvage purposes only, and the loss was already fixed on 
the books of the bank prior to the transfers. The bank pleaded that it was in 
precisely the same tax position at the time of recovery as if it had never made 
the transfers to Tulsa. 

The Court agreed with the bank’s reasoning and permitted the recoveries 
to be excluded from gross income. Significantly, the Court observed that the 
net result of the Government’s refusal to permit exclusions was to tax the 
losses sustained by the bank. This, said the Court, it was unwilling to permit 
in the absence of a clear direction by Congress or controlling decisions. 

The decision implies that if gain or loss were recognized under Section 112 
on the original transfer, then recovery after a retransfer to the parent company 
would result in taxable income. However, it is arguable that even though 
gain or loss be recognized on the original transfer, the recovery after a re- 
transfer is within the spirit of Section 22(b) (12), since the net result of the 
refusal to permit the parent to exclude such recoveries from its gross income 
is to tax the losses sustained by it. It is at least open to question whether such 
transactions are separate so as to render inapplicable the tax benefit rule, par- 
ticularly where it can be shown that the taxpayer realized no economic gain by 
reason of the transfer and retransfer of debts to and by a wholly-owned sub- 
sidiary. Even assuming such transactions are separate tax events, it seems 
reasonably clear that the economic results of what otherwise would be separate 
and distinct transactions may be viewed in their entirety in determining 
whether the tax benefit doctrine is applicable, since the underlying theory of 


6 319 U.S. 436 (1943). 

7144 F. (2nd) 466 (C.C.A. 2d, 1944). 

8 Sec. 112(a) reads: “Upon the sale or exchange of property, the entire amount of the 
gain or loss, determined under Sec. 111, shall be recognized, except as hereinafter provided 


in this section.” 
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such a doctrine is to tax only the economic gain resulting from a series of 
interrelated transactions. 

Suppose in the instant case the subsidiary had not retransferred the debts 
to the parent prior to recovery, and instead of filing separate returns the 
parent and the subsidiary filed a consolidated return. Could the recoveries be 
excluded where consolidation takes place for the first time in the year of 
recovery, the parent having taken the bad debt deduction in a prior year on 
its separate return? Or could the recoveries be excluded where in both the 
year of deduction and in the year of recovery consolidated returns were filed? 
The regulations leave unanswered questions which arise when affiliated 
corporations file consolidated returns. Corporation of America® is the only 
case, to date, in which the treatment of recoveries by affiliated groups is ex- 
plained. There the taxpayer was affiliated with a group of corporations which 
filed a consolidated return in 1930. Documentary stamp taxes were deducted 
and later recovered in 1939. The taxpayer’s return in 1930 disclosed net 
income for the year, although the affiliated group had a substantial net operat- 
ing loss. The Tax Court held that the test of tax benefit is “reduction of the 
taxpayer’s tax”; that the affiliated group was a single taxable unit; and, ac- 
cordingly, the recovery qualified as a “recovery exclusion” under Section 
22(b) (12). The deduction and the recovery were by the same affiliate in this 
case, but significantly the offsetting losses of other affiliates caused the non- 
benefit which ultimately qualified the recovery for exclusion. 

This is the reverse of the situation where the recovery is made by an 
affiliate other than the affiliate which took the deduction in a year in which no 
tax benefit resulted. Whether the Corporation of America decision, by im- 
plication, permits a corporation in the affiliated group to claim a recovery 
exclusion attributable to another in the group prior to consolidation is prob- 
lematical. It would appear that a different taxpayer makes the recovery in 
such case. However, where the prior deduction was taken by an affiliate on 
its return preparatory to the filing of a consolidated group and no tax benefit 
resulted upon consolidation, the subsequent recovery by a different affiliate 
should probably be excluded from the consolidated income on the theory that 
a different taxpayer is not involved—the affiliated group at all times remaining 
the sole taxing unit. Of course, if the affiliation had terminated prior to the 
year of recovery by another affiliate, a new taxpayer would be involved with 
the result that the recovery would probably not qualify as a recovery 
exclusion.*® 

The second case,?* a Tax Court decision, involves a novel application of the 
tax benefit doctrine to a basis question. There the taxpayer purchased bonds 
in 1925 for $5,000 and claimed they were worthless in 1935. Her return 
was not audited until 1937. However, in 1936 the corporation was reorganized 
and the taxpayer received for her old bonds $500 face value of new bonds and 


94 T.C. 566 (1945). 

10 Cf. New Colonial Ice Co. v. Helvering, 292 U.S. 435 (1934) ; Cooperstown Corpora- 
tion of America, T.C. Memo. Dkt. 3870 (1945). 

11 Bertha A. Henry, 7 T.C. No. 29 (1946). 











110 TAX LAW REVIEW [Vol. 2: 


ten shares of stock. The Commissioner disallowed the 1935 claim of worth- 
lessness and also disallowed the taxpayer’s claim of a $4,500 loss for 1936, 
representing the difference between the purchase price of the old bonds and 
the face value of the new. This, despite the fact that the loss, if allowed, 
would not have reduced taxable income, for the taxpayer had capital losses, 
other than the $4,500 item, exceeding the $2,000 limit then permitted for 
capital losses. Then in 1941 the Company redeemed its bonds at par and the 
taxpayer received $500. The ten shares of stock were also sold in 1941 for 
$99. A capital loss of the difference between $599 and the $5,000 originally 
paid for the bonds was claimed on the 1941 return. However, the Com- 
missioner, instead of allowing a capital loss, insisted that a taxable gain 
resulted equal to the difference between $599 and $187, the alleged value of 
the new bonds received at the time of the reorganization in 1936. 

The Tax Court refused to follow the Commissioner’s line of reasoning. 
It pointed out that the taxpayer had never received a tax benefit in any 
prior year, inasmuch as the Commissioner had consistently refused to recog- 
nize either a claim of worthlessness or a capital loss as a result of the re- 
organization. It was, it said, “substantive justice” to permit the taxpayer to 
carry forward the original cost of the old bonds and report the loss on this 
basis in 1941. 

Although the Tax Court refused to commit itself as to whether tax benefit 
principles would control all such cases, the decision is significant. The 
opinion leaves unanswered the important question whether basis could be 
carried forward in a case where a capital loss or a claim of worthlessness 
were allowed upon audit, but the allowance resulted in no tax benefit because 
of other offsetting losses or capital loss limitations. The “allowed or allow- 
able” rule of Section 113(b)(1)B, as interpreted by the Supreme Court in 
Virginian Hotel Corporation v. Helvering,* and which formed the basis for 
excluding items of depreciation, amortization and depletion from coverage 
under the tax benefit rule as extended by T.D. 5454, has no application to 
basis adjustments of securities. If no adjustment to basis is required where 
claimed deductions or capital losses are disallowed, it is certainly arguable 
that a different rule should not obtain if actually no tax benefit resulted from 
the allowance. 

This brings up another question. Does the exception in T.D. 5454 with 
respect to amortizable bond premium go beyond the statute to the extent 
adjustment of basis is required where excessive amortization is deducted? 
Section 113(b)(1)(H) provides that basis shall be reduced only to the 
extent of the “allowable” deductions for bond premium amortization. There- 
fore, since the word “allowed” is not used in section 113(b)(1)(H), as 
it is in section 113(b)(1)(B), the so-called “allowed or allowable” rule 
would seem to be inapplicable, with the result that only properly “allowable” 
amortization would reduce basis, except possibly where a tax benefit resulted 
from the prior deduction, But even in the latter situation, it is questionable 


12 319 U.S. 523 (1943). See Douglas v. Comm’r, 322 U.S. 275 (1944). 
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whether the statute supports an arbitrary basis adjustment of the excessive 
amount of bond premium amortization. 

However, it is possible that the Commissioner could successfully urge an 
equitable estoppel against taxpayers claiming deductions but non-adjustment 
to basis in these cases,’* although it is difficult to perceive any equitable basis 
for an estoppel where non-benefit resulted from the deductions or where the 
statute does not literally require an adjustment. 

—Cuar.es W. Tye * 


“Dealing” in Real Estate. In the field of federal income tax problems 
relating to real estate, a most prolific source of litigation has been the problem 
as to when a taxpayer becomes a “dealer” in real estate. The problem, 
phrased in terms of the statute, is whether the realty is “property held by the 
taxpayer primarily for sale to customers in the ordinary course of his trade 
or business.” If the realty qualifies under this definition, it is excluded from 
the term “capital assets” as defined in Section 117(a)(1) of the Internal 
Revenue Code, and it is not entitled to the special benefits of Section 117(j) 
of the Code relating to long-term gains and losSes on depreciable or real 
property used in a trade or business. Gains and losses on disposition of 
dealer-held realty therefore constitute ordinary income or loss, regardless of 
holding period or interim use.* 

While the determination as to whether real estate is dealer-held has, in the 
decided cases, turned primarily upon a factual inquiry, certain principles have 
emerged from the endless fact combinations which make it possible to 
formulate a logical analysis of the problem. Dissection of the statute indicates 
that the following five requirements are necessary before property will be 
dealer-held : 


(1) It must be held for sale; 

(2) It must be held primarily for sale; 

(3) It must be held for sale to customers; 

(4) The requisite holding must be in the course of the taxpayer’s trade or 
business; and 

(5) The requisite holding must be in the ordinary course of the taxpayer’s 
trade or business. 


18 Cf. Bennet v. Helvering, 137 F. (2nd) 537 (C.C.A. 2d, 1943); Orange Securities 
Corporation v. Comm’r., 131 F. (2nd) 662 (C.C.A. 5th, 1942) ; Greenwood Packing Plant 
v. Comm’r, 131 F. (2nd) 787 (C.C.A. 4th, 1942). 

* Member of the Iowa and California Bars ; tax counsel to Maryland Casualty Company ; 
author of The Premium Tax Cases (1946) 1 Tax L. Rev. 259. 


1 The Tax Court has held that property may be used in a trade or business and at the 
same time be held for sale to customers in the ordinary course of that business. Paul 
Smythe, Jz., B.T.A. Memo. Dkt. 107597 (1942). Real estate may be dealer-held even 
though it is rented until a buyer can be found. Charles H. Black, Sr., 45 B.T.A. 204 
(1941) ; Joseph Fischman, B.T.A. Memo. Dkt. 104266 (1941). 
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These requirements overlap and are to a considerable extent so interwoven 
that it is not always possible to characterize a case as being clearly decided 
under any single clause or group of clauses rather than on the entire context. 
Nevertheless, analysis into five separate requirements does seem to afford the 
best practical working basis for consideration of the cases and the principles 
to be derived therefrom. 

Requirements (1) and (2) may logically be considered together ; the prop- 
erty must be “held primarily for sale.” Thus, even though a taxpayer is in 
the business of selling real estate to customers, he may hold certain proper- 
ties which are not “held primarily for sale” in the ordinary course of such 
business.? An outstanding example would be the case of a real estate dealer 
who sells the premises in which he has maintained his offices for many years; 
the gain or loss would undoubtedly be subject to Section 117(j). 

Similarly requirements (3), (4), and (5) are logically interrelated; the 
holding must be for sale to “customers in the ordinary course of the taxpayer’s 
trade or business.” Even though a taxpayer holds property primarily for 
resale, he is not a dealer unless he is engaged in the trade or business of selling 
real estate and the sale is in the “ordinary” course of such business.’ 

The five requirements will be considered in the order named. 


I. Hetp For SALE 


The first statutory requirement is that the property be “held for sale.” There 
is no requirement that the original acquisition be for resale purposes, but only 
that the property be so “held.” ¢ 

However, the original purpose of the acquisition does have evidentiary 
bearing upon the question as to whether the property is “held for sale.” Thus, 
in one case,® the Commissioner’s concession that the primary purpose of the 
petitioners’ real estate acquisitions was investment resulted in a determination 
of capital gain, the court finding “no evidence here save the sale itself which 
indicates a change in . . . attitude... .” 

It is quite clear from the cases, however, that any presumption which may 
arise from proof that the original acquisition was made for a purpose other 
than resale is wholly negated if the pattern of action changes from the original 
intended pattern. In one case,® a partnership of road contractors had in- 
vested about $300,000 accumulated profits in real estate over a ten year 
period. Desiring to dispose of the property, they decided that it was im- 
possible to sell as a unit, and accordingly they subdivided the property and sold 
lots. The Tax Court held that they had become dealers. Similarly, in another 


2 Alexander Weil, T.C. Memo. Dkt. 1449 (1944) ; J. O. Chapman, T.C. Memo. Dkt. 540 
(1944) ; cf. Fuld v. Comm’r, 139 F. (2d) 465 (C.C.A. 2d, 1943) (securities). 

8 Wineman Realty Co., T.C. Memo. Dkt. 109503 (1943) ; Estate of Douglas S. Mackall, 
T.C. Memo. Dkt. 1777 (1944). 
* Richards v. Comm’r, 81 F. (2d) 369 (C.C.A. 9th, 1936). 
5 Ashton C. Jones, T.C. Memo. Dkt. 110373 (1943). 
6 W. D. Haden, T.C. Memo. Dkt. 109477 (1943). 
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case,’ it was held that a lumber company’s sale of its cut-over lands in small 
tracts rendered it a dealer in such lands. 


II. “Primary” Purpose oF HoLpING 


The meaning of the word “primarily” in the statute does not seem to have 
been fully probed by the cases. In Gruver v. Commissioner,® the taxpayer, 
desiring to establish capital gains on his real estate sales, got the Com- 
missioner to stipulate that his realty was held “just as much for trade and 
exchange or other disposition as for sale,” and argued that, accordingly, it 
was not held “primarily” for sale. The court, however, effectually avoided 
the problem of interpreting the word “primarily” by holding that the term 
“sale” included trades and exchanges. 

In Greene v. Commissioner,® Judge Waller dissented from a Circuit Court 
opinion affirming a Tax Court holding that an oil lease broker who sold 37 
interests in oil and gas leases during the year was a dealer in such interests. 
He pointed out that the taxpayer did not know at the time of purchase 
whether he would drill, sell, forfeit, or farm out, and wrote: 


Holding a lease until one could see ‘how the cat hops’ is not holding it 
primarily for sale to customers in due course. 
The majority of the court, however, held that the Tax Court finding that the 
properties were held primarily for sale to customers in the ordinary course 
of the taxpayer’s trade or business was warranted by substantial evidence. 

Suppose the taxpayer purchases and holds property with no particular 
preference as between rental and sale. Is such property held “primarily” for 
sale? The exact case has not arisen, but some light may be thrown on its 
solution by the case of Louise C. Slack, Exec.1° There the petitioner, claiming 
an ordinary loss on sale, contended that a lease whereby her decedent gave the 
lessee the option to purchase the leased property ** resulted in the property 
being held “primarily for sale.” The Board of Tax Appeals, however, found 
as a fact that the real estate was held primarily for rental purposes and not 
for sale, and dismissed petitioner’s contention with these words: 


The terms of the lease and the activities of the decedent negative this 
contention. There is nothing in the lease or in the record which indicates that 
the decedent desired to sell the property so long as it was profitable from a 
rental standpoint. On the other hand, the record does indicate that the 
property was bought for rental purposes and the whole scheme and plan of 
the transaction . . . was to arrange for rentals . . . over a long period of 
years. 


t Three States Lumber Co., T.C. Memo. Dkt. 5588 (1945) ; accord, C. W. Oliver, T.C. 
Memo. Dkt. 110237 (1943), aff'd in 138 F. (2d) 910 (C.C.A. 4th, 1943) (dairy farm 
subdivided) ; Robert Swanston, T.C. Memo. Dkt. 111455 (1943) (inherited property used 
as private school and boarding house subdivided). 

8142 F. (2d) 363 (C.C.A. 4th, 1944). 

9141 F, (2d) 645 (C.C.A. 5th, 1944), cert. denied, 323 U.S. 717 (1944). 

10 35 B.T.A. 271 (1937). 

11 The option was never exercised. The lessee defaulted after about four years of 
occupancy; the decedent repossessed the property, and sold it to a third party. 
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It would thus appear that neither the grant of an option to sell nor the fact 
of sale itself necessitates a determination that property is held “primarily 
for sale” in the face of convincing evidence that realization of rental income 
is the paramount purpose of the owner. 


III. To CustoMErs 


The third statutory requirement, that the property be held for sale “to 
customers,” had been effectually emasculated by the Board of Tax Appeals’ 
holding that “where . . . one is regularly engaged in the business of buying 
and selling real estate . .. any person who can be found to buy such 
property is a customer, as that term is ordinarily understood. . . .” 

The reference to “customers,” along with the reference to the “ordinary” 
course of the taxpayer’s business, was introduced into the statute by the 
Revenue Act of 1934. The Joint Conference Committee Report on the 1934 
Act, at page 22, contains the following explanation of the new verbiage: 
“The Senate Amendment confines the exclusion to property held primarily 
for sale to customers in the ordinary course of the taxpayer’s trade or business, 
thus making it impossible to contend that a stock speculator trading on his 
own account is not subject to the provisions of section 117.” The Tax Court, 
in O. L. Burnett,’* held that a securities speculator may be engaged in a trade 
or business of selling securities, and yet not be a dealer under the 1934 Act 
because the securities are not held primarily for sale “to customers in the 
ordinary course” of his trade or business. There has, however, been no 
disposition in the cases to carry this distinction over to the real estate field 
and to create a class of real estate “trader” who is engaged in the business 
of buying and selling real estate, but who is not a dealer because he does not 
sell “to customers in the ordinary course” of his business. In the Gruver 
case ™* the taxpayer’s attempt so to classify his real estate activities was re- 
jected by the court on the rather unsatisfactory reasoning that if one is 
engaged in a real estate business “‘an intent on the part of the taxpayer to 
attract customers may properly be inferred.” ** The thought underlying the 


12 Charles H. Black, Sr., 45 B.T.A. 204, 210 (1941). In Wineman Realty Co., supra 
note 3, and Estate of Douglas S. Mackall, supra note 3, an even more emasculatory 
proposition was enunciated, namely, that if property is held primarily for sale, any pur- 
chaser would be a “customer.” 

18 40 B.T.A. 605 (1939), mod. on other grounds, 118 F. (2d) 659 (C.C.A. 5th, 1941). 
In this case petitioner made 646 contracts covering property values of $3,830,036.15 in the 
taxable year, and her 10 year average was 584 contracts per year covering property 
values of $10,831,466.07. It is inconceivable that a real estate operator engaging in deals 
of such number and value would be held not to be a dealer. 

14 Supra note 8. 

15 This sweeping statement is somewhat weakened by the fact that the Court proceeds 
to tie in its reasoning to a situation involving subdivision, in the following language: 

“The purchase of unimproved land and the subdivision of it into lots to suit the 
needs of individual purchasers gives evidence of the purpose. The operator of such a 
business is in the possession of properties which by reason of their size or location 
make a peculiar appeal to certain buyers who are thereby brought into direct contact 
with the land and must deal with the owner either personally or through his agents.” 
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real estate decisions may be that sales of real property are, because of the 
uniqueness of each property, personalized from the viewpoint of the buyer, 
thus constituting him a “customer” of the business. On the other hand, the 
trader who is engaged in the business of selling securities over an exchange 
offers a fungible commodity to an anonymous group of bidders, so that the 
sale of a particular security by the trader to any particular buyer is im- 
personalized almost to the point of coincidence; the buyer would just as 
readily have taken an identical security from any other seller, and therefore 
cannot be said to be a “customer” of the particular trader. Whether the word 
“customer” is properly given the all-inclusive meaning of “any purchaser” 
attributed to it by the existing real estate decisions is a question which seems 
worthy of examination de novo in the light of the sharp distinction made 
between “traders” and “dealers” in the securities decisions.*® 


IV. THE TRADE oR BUSINESS OF SELLING REAL ESTATE 


The fact that the taxpayer holds property for resale does not constitute 
him a dealer unless he is also engaged in the business of selling real estate. 
It is to be noted that one may be in a real estate business other than the 
business of selling real estate. Thus the activities of a holding company 
deriving income from rents constitute a business, and the activities of a real 
estate broker may constitute a business, but neither the holding company 7" 
nor the broker ** are per se dealers, for their business is not that of selling 
real estate to customers for their own account. 

What factors, then, enter into the determination as to whether the taxpayer 
is in the business of selling real estate? The tests applied by the courts would 
appear to be four in number, as follows: 


(1) Frequency and continuity of the transactions. 

(2) Purpose of the acquisition. 

(3) Proximity of sale to purchase. 

(4) Activity. 

(1) Frequency and Continuity of the Transactions. The factor of “fre- 
quency and continuity” of the taxpayer’s real estate transactions undoubtedly 
dominates all other factors as a determinant of whether he is engaged in the 
trade or business of selling real estate. At one end of the “frequency and 
continuity” scale, clearly falling within the category of dealer activity, are the 
real estate subdivision cases involving systematic and regular sales in sub- 
stantial number.’® At the other end of the scale, clearly falling within the 
category of capital transactions, are isolated or casual realty sales.*° 


16 See ¢.g., Spreckles v. Comm’r, 315 U.S. 626 (1942). 

17 Wineman Realty Co., supra note 3. 

18 Irving Fieliman, T.C. Memo. Dkt. 105873 (1942). 

19 Cf, Snell v. Comm’r, 97 F. (2d) 891 (C.C.A. 5th, 1938). In this case the taxpayer’s 
sales and subdivision activities were held sufficient to constitute a business even though he 
made no new land purchases during the tax years. 

20 Cf, Henry Hull Jackson, B.T.A. Memo. Dkt. 106840 (1942) ; 512 West 56th St. Corp. 
v. Comm’r, 151 F, (2d) 942 (C.C.A. 2d, 1945). 
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What number of real estate transactions must take place, and ever what 
period of time, before the taxpayer becomes a dealer? There is no single 
answer which can be given, because the result depends not wholly upon the 
frequency and continuity of the transactions, but upon that factor in combi- 
nation with innumerable variations of the other factors outlined above—pur- 
pose of the acquisition, proximity of sale to purchase, and scope of the activity 
of the taxpayer. However, some approximation of the standard by which 
to gauge the concept of frequency and continuity may be attained by con- 
sidering the transactions in a few fairly representative cases in which it was 
held that dealer status did not exist. Thus, in one case,?* a business executive 
who made 6 purchases and 3 sales over a period of 5 years was held to 
sustain a capital loss on foreclosure despite his avowed purpose of resale. In 
another case,”* grocery partners who foreclosed property in 1934 were held 
to realize capital gain on sale of 3 unsubdivided tracts in 1940 and 3 in 1941, 
although they realized ordinary income on sales of lots which they had sub- 
divided. In Harriss v. Commissioner,** a cotton broker who purchased 21 
properties and made 13 sales over a period of 27 years, with an average holding 
period of 13 years, was held not to be a dealer. 

That frequency and continuity of transactions alone cannot be used as an 
exclusive test of the existence of a real estate sales business is indicated by a 
comparison of two cases in which consideration of the number and regularity 
of the transactions alone would lead to results exactly opposite to the holdings. 
In Frieda E. J. Farley,?* the petitioners sold 25% lots during the tax year, 
and yet were held to realize capital gain. The Tax Court, in holding that the 
petitioners were not in the business of selling real estate, laid stress on the 
fact that the properties, although platted, had been purchased and used by 
the petitioners in their nursery business for many years, and that they took 
no active steps towards developing the property for sale or selling it but 
merely accepted unsolicited offers in the course of a liquidation forced upon 
them by a change in the neighborhood. On the other hand, in Julius 
Goodman,” virtual inactivity for several years was held insufficient to render 
capital a loss which the petitioners sustained on deeding a single property to 
the mortgagee nine years after acquisition. The Board of Tax Appeals relied 
on the fact that the petitioners had subdivided other properties and had pur- 
chased the property involved for purposes of subdivision. With respect to 
the real estate slump which had prevented petitioners from subdividing the 
parcel lost, the Court wrote: 

The original purpose . . . remained. It can not be that business adversity 
of itself converted it into a purpose of investment, nor did the demand of 

21 Donald J. Powers, B.T.A. Memo, Dkt. 96430 (1941). 

22 Alexander Weil, supra note 2. 

28 143 F. (2d) 279 (C.C.A. 2d, 1944). 

247 T.C. No. 24 (1946). Compare W. N. Foster, T.C. Memo. Dkt. 110779 (1943) where 


sales of 6 lots, substantially winding up a subdivision, were held to result in ordinary 
income, being “sufficient in number to take them out of the category of isolated trans- 


actions.” 


25 40 B.T.A. 22 (1939). 
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the mortgagee. Those seem to us to have been disappointing incidents of the 
primary purpose of ordinary business. . . .*° 

(2) Purpose of Acquisition. The Farley and Goodman cases, which would 
be totally irreconcilable if frequency and continuity were the only tests, become 
more understandable when proper weight is accorded to the purpose of 
acquisition in each case. A case similar in import to the Farley case is J. O. 
Chapman *" in which petitioners had purchased a number of properties, some 
of which were dormant subdivisions, to dedicate a portion to the state so 
that they could obtain a paved highway to their ranch. Their disposition of 
surplus portions of the properties some years later was held to result in 
capital gain except as to properties which they themselves had subdivided. 

The fact that real estate sales occur in the course of liquidation of an in- 
vestment or estate will not in and of itself preclude the existence of the 
requisite trade or business where such liquidation is accompanied by extensive 
development and sales activity.** However, in the absence of such sales ac- 
tivity, the fact that the property was acquired for a purpose other than sale 
and that the sales are made in the course of a gradual and passive liquidation 
is of weight in support of a contention that the sales are not part of a trade 
or business.”® 

The factor of purpose of acquisition has been given added significance by 
the Commissioner’s acquiescence of the decision of Kanawha Valley Bank,°° 
in which it was held that a bank’s sale of three properties acquired by fore- 
closure of liens obtained in connection with its regular loan business resulted 
in capital gain or loss. The Court disapproved of G. C. M. 21497 ** holding 
to the contrary, and adhered to the reasoning of its previous decision in 
Thompson Lumber Co.,®* wherein it had held that a lumber company’s sales 
of real estate taken over against unpaid accounts resulted in capital loss. The 
weight given by the Court to the factor of purpose of acquisition becomes the 
more evident when it is considered that the Thompson Lumber Co. sold 8 
properties in 1936 and 2 in 1937, the two tax years, that its real estate holdings 
over 8 years averaged 36 parcels, and that it actively attempted to dispose 
of its properties through its own employees and through listings, advertise- 


26 Accord, Joseph Fischman, supra note 1; Metropoles Holding Corporation, B.T.A. 
Memo. Dkt. 107787 (1942). 

27 Supra note 2. 

28 Richards v. Comm’r, supra note 4; Comm’r v. Boeing, 106 F. (2d) 303 (C.C.A. 9th, 
1939) ; Ehrman v. Comm’r, 120 F. (2d) 607 (C.C.A. 9th, 1941). 

29 Frieda E. J. Farley, supra note 24. 

804 T.C. 252 (1944), (Acq.) Int. Rev. Bux. 1946-10, 1. 

81 C.B. 1939-2, 187. G.C.M. 21497 has now been revoked by G.C.M. 24910, Int. Rev. 
Butt. 1946-11 p. 6, in which it is held that lending institutions acquiring properties in satis- 
faciion of debts realize capital gain or loss on disposition thereof. Such a sweeping ruling is 
hardly justified by the Kanawha Valley Bank decision alone, as the petitioner bank in 
that case made only three sales in two years and further was precluded by state law from 
engaging in the real estate business. 

82 43 B.T.A. 726 (1941). 
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ments, and “for sale” signs.** It thus appears that purpose of acquisition may 
be of extreme importance in establishing that a taxpayer’s sales of realty, 
although regular and substantial in number, are mere incidents of its main 
business and not an independent real estate business. 

(3) Proximity of Sale to Purchase. A third factor to be taken into con- 
sideration is the period for which the properties sold have been held. Long 
holding periods militate against a finding that the taxpayer is in the business 
of selling real estate. Thus, in the Harriss case ** the Second Circuit Court 
of Appeals considered significant the fact that the taxpayer’s average holding 
period for his properties was 13 years, and affirmed the Tax Court’s holding 
that “these properties were not subjects of active trading,” writing: 


Whether property is purchased for sale in the course of business or for 
investment depends upon the number and proximity of the purchases and 
sales to one another. 


In a Tax Court case,** a lawyer who had averaged about 2 sales of real estate 
a year over a period of 20 years retired because of ill health in 1939. He 
made 5 sales of his accumulated real estate holdings in 1939, 16 in 1940, and 
5 in 1941. The Tax Court, in holding the resulting gains to be capital, pointed 
out the long period for which the properties had been held and wrote: 


Not only does this violate the concept of an organized business, but it 
exemplifies the fundamental purpose of the provisions limiting the taxation 
of long term capital gain. 


(4) Activity. The fourth factor entering into the determination whether 
the taxpayer is in the business of selling real estate is not as clearly designated 
in the cases as the other factors, but nevertheless is apparent from the as- 
semblage in the cases of factual evidence pro and con on the matter of pur- 
chase and sales activity. The subdivision cases, for example, turn not only 
on the frequency of the transactions, but also upon the activities of the tax- 
payer in platting, improving, and developing the property with a view to 
attracting customers. The amount of time spent is of importance.** Indicative 
of dealer activity is the existence of a sales office, the maintenance of a regular 
staff of employees, the listing and advertising of properties and the erection 
of “for sale” signs, and membership of the taxpayer on realtors’ boards.*’ 


88 Perhaps the most extreme case holding a taxpayer not to be a dealer despite a large 
volume of transactions is the concededly doubtful decision of Thompson Yards, Incor- 
porated, T.C. Memo. Dkt. 109834 (1943), which held that the petitioner sustained capital 
losses on 45 realty sales made over a period of three years. Although the petitioner had 
acquired 221 parcels of real estate and sold 183 over a 15 year period, and although 10 
employees devoted 10% to 50% of their time to the realty, the court decided, on the 
authority of the Thompson Lumber Co. case, that the real business of the company was 
selling lumber, and that the real estate sales, arising largely from acquisitions from de- 
faulting lumber companies, were mere incidents of the lumber business. 

84 Supra note 23. See also Phipps v. Comm’r, 54 F. (2d) 469 (C.C.A. 2d, 1931). 

85 Estate of Douglas S. Mackall, supra note 3. 

36 See ¢.g., Phipps v. Comm’r, supra note 34. 

87 Snell v. Comm’r, supra note 19; S. Dysart, B.T.A. Memo. Dkt. 101860 (1941) ; 
cf. Pope v. Comm’r, 77 F. (2d) 599 (C.C.A. 6th, 1935). 
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Contrary indications are the absorption of the taxpayer’s tithe by an inde- 
pendent occupation or business,** and a showing that sales made resulted 
from the buyer’s “intention to purchase, rather than that of . . . [the seller] 
es ke es 

These facts are of importance in tending to prove or disprove active conduct 
of a trade or business. It is to be noted that one’s activity may be sufficient 
to constitute him a real estate dealer although that business is not his sole 
business.*° It is also well established that one may be a dealer even though 
he does not personally carry on the business, but acts through agents or 
independent contractors.‘ 

How far may corporate transactions be imputed to a stockholder or officer 
in determining the extent of his real estate activities and the frequency and 
continuity of his transactions? The cases are not wholly reconcilable. It has 
been held that corporate transactions are not to be imputed to an officer,*® or 
to a stockholder-officer.** However, in one case,** activities through subsidiary 
corporations were taken into account in holding the parent corporation to be 
a dealer. 

On the converse question, the Second Circuit Court of Appeals expressed 
doubt *° as to whether a realty operator’s activities might be imputed to his 
wholly owned corporation, but did not directly decide the question because 
stock ownership had passed to the operator’s wife. However, the Tax Court 
had no hesitancy in imputing the activities of an individual to the corporation 
to which he had transferred his business, even though during the tax year 
involved the corporate stock was held principally by other members of his 
family.*® 

Apparently transactions in which the taxpayer participates as a partner 
may be imputed to him as an individual, and vice versa.** 


88 Cf. Crawford v. Fahs, 65 F. Supp. 13 (S.D. Fla., 1946), a doubtful decision on its 
facts, now on appeal to the C.C.A. 5th. 

89 Ashton C. Jones, supra note 5; Frieda E. J. Farley, supra note 24. 

40 Snell vy. Comm’r, supra note 19; Comm’r y. Boeing, supra note 28; A. R. Calvelli, 43 
B.T.A. 7 (1940) ; cf. Avery Brundage, B.T.A. Memo. Dkt. 105630 (1941) (building con- 
tractor held dealer because real estate purchases were integral part of building activities). 

41 Snell v. Comm’r, supra note 19; Brown v. Comm’r, 143 F. (2d) 468 (C.C.A. 5th, 
1944) ; McFaddin v. Comm’r, 148 F. (2d) 570 (C.C.A. 5th, 1945). 

42 Donald J. Powers, supra note 21. 

43 Pope v. Comm’r, supra note 37. 

44 The Queensboro Corporation, 46 B.T.A. 1216 (1942), aff’d in 134 F. (2d) 942 (C.C.A 
2d, 1943). 

45512 West 56th St. Corp. v. Comm’r, supra note 20. 

#6 Metropoles Holding Corp., supra note 26. There was evidence that the corporation 
carried on the business in the same manner as the transferor had done, although the 
corporate activities were heavily curtailed by the real estate slump which occurred shortly 
after the transfer. 

47 Julius Goodman, supra note 25; Neils Schultz, 44 B.T.A. 146 (1941). 
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V. THE “OrpINARY” CourRsE OF BUSINESS 


The final statutory requirement is that the sale be in the “ordinary” course 
of the taxpayer’s trade or business. If that business is the holding of proper- 
ties for investment through rental, a sale may be outside the “ordinary” scope 
of the business.** In a Tax Court case *® the overwhelming portion of the 
petitioner’s income over many years had been from rents, and only four of its 
properties had been sold in twenty years. The Court held that the petitioner’s 
purchase of a parcel of unimproved property with a view to a quick turnover 
to Montgomery Ward was a transaction so unparalleled in its history that a 
subsequent sale could not be held to be “in the ordinary course of petitioner’s 
business.” Accordingly the loss sustained was held to be capital, despite the 
initial purpose of resale and its fulfilment. Similarly in the Thompson Lumber 
Co. case,®® the Board’s reasoning, in part, was that the “customers” of the 
petitioner “in the ordinary course of its trade or business” were purchasers 
of its lumber and materials, and not purchasers of the real estate acquired 
as mere incidents of its regular business. 

On the other side of the picture, the Board of Tax Appeals rejected an 
argument by the Commissioner in one case *' that a dealer’s ordinary business 
could be limited to sales of residential properties; it held that foreclosure of 
a business property purchased by the dealer for resale purposes resulted in 
an ordinary loss, despite a twelve year holding period. 


CoNCLUSION 


In summary, it would appear that the approach to the problem under con- 
sideration is twofold. First, is the taxpayer engaged in the business of selling 
real estate to customers? The answer requires an extensive factual probe 
along the lines outlined under “IV” above; it further requires consideration 
of the legal significance of the word “customers,” discussed under “III” above. 
If the answer is in the affirmative, the taxpayer is a dealer. The second 
inquiry then becomes whether the particular realty involved is held primarily 
for sale in the ordinary course of the dealer’s business (see “I,” “II,” and 
“V”" above). An affirmative answer to this inquiry renders the gain or loss 
cn disposition ordinary rather than capital with all the usual tax consequences 


flowing therefrom. 
—Marvern B. FIinx * 








48 Louise C. Slack, Exec., supra note 10. 

49 Wineman Realty Co., supra note 3. 

50 Supra note 32. 

51 Charles H. Black, Sr., supra note 1. 

* Attorney at law and Certified Public Accountant, Jacksonville, Fla. 
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Marriage, Divorce and Taxes 
HARRY J. RUDICK 


I. INTRODUCTION 


| published statistics showing sharp increases in the rates of 
American marriage and divorce,’ especially divorce, indicate the desira- 
bility of a review of the tax problems that accompany these milestones— 
the cynics will say millstones. Recent decisions by the Tax Court, inter- 
preting the 1942 amendments which for the first time made alimony 
taxable to the wife, have also spurred interest in the topic. The present 
paper, which is concerned only with federal imposts, suggests and 
attempts to appraise tax problems which may arise for propertied couples 
(and some who are not propertied) from the meeting to the parting of 
the twain. 


II. THe Pre-MariItTAL STAGE 


A. Courtship (Honorable and Otherwise). B (for Boy), a rich and 
eligible young man, falls in love with G (for Girl), an impecunious but 
impeccably moral movie starlet. G returns B’s affection, and they plight 
their troth. In order that G shall be presentable in the social milieu which 
B inhabits, he buys her a $25,000 engagement ring, some other trinkets 
costing $20,000 and a $15,000 wardrobe, complete to mink coat and ermine 
wrap. He also pays for G’s singing and elocution lessons and the rent of 
the apartment occupied by G and her mother. Does this uncommon but 
not unheard of generosity involve B in gift tax liability? The answer 
seems to turn on whether B, by becoming betrothed to G, has incurred 


Harry J. Rupicxk is Professor of Law at New York University and a partner of Lord, 
Day & Lord, New York City; author of many articles for law reviews; member of tax 
committees of the New York State and American Bar Associations; lecturer at the 
Practising Law Institute and the New School for Social Research; counsel to the Business 
Committee of the National Planning Association, and member of the United States 
Treasury Advisory Committee on Estate and Gift Taxes. 

1In 1945 there were 502,000 divorces, an increase of 25% over the preceding year, and 
1,618,000 marriages, an increase of 11.4% over 1944. The ratio of divorce to marriage was 
thus about 1 to 3. The rate of divorce in 1945 was 3.6 per thousand of population, as 
compared with a rate of.2.4 in 1944 and 1.9 in 1937. The rate of marriage in 1945 was 
12.3 per thousand of population, as compared with 11.0 in 1944 and 11.3 in 1938. These 
figures which are taken from a report of the Federal Security Agency were published in 
the New York Times of Sept. 16, 1946. As might be expected, the report indicated that 
the rates of both marriage and divorce rise and fall with prosperity and depression. 
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any legal obligation to make the expenditures in question. The weight of 
authority * is to the effect that he has not and hence the government 
should share in his generosity or, rather, exact a price for it.* If B 
should argue that his outlays are in consideration of G’s promise of 
marriage, that will not avail him, for the Treasury and the Supreme 
Court have ruled that a promise of marriage is not a consideration in 
money or money’s worth, and only that kind of consideration will 
suffice to escape gift tax.* 

Suppose G’s morals are less than impeccable and she lives with B 
without benefit of clergy in a jurisdiction where she cannot be B’s com- 
mon law wife, either because B or G is already married, or because com- 
mon law marriages are not recognized in that jurisdiction. Will the 
amount expended by B on the maintenance of G constitute a taxable 
gift, assuming that it exceeds the annual exclusion and that B has used 
up his specific exemption? If a promise of marriage is not the kind of 
consideration which serves to prevent gift tax, it would seem that a 
promise which the mores of the community make less honorable is 
equally not a consideration in money or money’s worth. If the acquisi- 
tion of a wife is not money or money’s worth, a fortiori the acquisition 
of a mistress is not. Each promise is unenforceable,® and the tacit contract 
of illicit intercourse is wholly void. Were B to succeed in a contention 
that his expenditures were for a consideration in money or money’s worth, 
the tax collector could persuasively argue that G should be subject to 
income tax on the expenditures for her maintenance—at least in so far 
as she controls the amount of such expenditures directly or indirectly. 
The wages of sin are nonetheless wages. Demi-marriages, if that term 
may be used, undoubtedly exist in every state of our land, but so far as 
appears, no one seems to have attempted to deter them by the threat of 
tax assessments. Yet it is difficult to escape the conclusion—at least from 
the viewpoint of sheer logic—that B has either made a gift to G or that 
G has realized taxable income.* 


241 C.J.S. 506. At common law, a husband was liable during coverture for debts 
contracted by the wife before marriage. 

3 In so far as B’s expenditures benefit G’s mother, the latter rather than G is presumably 
the donee. Of course, neither G nor her mother is subject to income tax with respect 
to these expenditures. I.R.C. § 22(b) (3). (AII references to section numbers herein are 
to sections of the Internal Revenue Code unless otherwise indicated.) 

4 See the discussion infra under Antenuptial Agreements. 

5 However, in many jurisdictions there is still a right of action for breach of promise 
to marry. In New York such actions are outlawed. 11 C.J.S. 778. 

®It is probably not unusual and perhaps sometimes justifiable for the parties to turn 
the situation to tax advantage by labeling the payments to G salary for services rendered 
in B’s business. Cf. George L. Rickard, 12 B.T.A. 836 (1928) ; Pantages Theatre Co. v. 
Welch, 71 F. (2d) 68 (C.C.A. 9th, 1934). 
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B. Broken Betrothal. The infatuation of B and G for each other 
wanes and their engagement is cancelled. G returns the diamond ring 
and the other baubles to B. Has G made a taxable gift to B? In most 
jurisdictions G would be under no legal obligation to return these benefi- 
cences ‘ and that being the case, there seems to be no sound reason for 
distinguishing the situation from any other gift which the donee, having 
once accepted, returns.* The return is presumably a taxable gift. 

Next, suppose that G is ready, willing and able to fulfill her pledge, 
but B has had a change of heart. G sues for breach of promise. (We 
have to assume, of course, that G has been careful to exchange promises 
and bring suit in a jurisdiction where breach of promise suits are not 
outlawed.) ° G recovers, whether by judgment or settlement. No one 
seems to have advanced the thoug!'t that B is subject to gift tax on the 
amount which he is required to pay. Yet, if gift tax liability can be 
incurred without donative intent in a non-commercial transaction—and 
we shall presently see that it can—it might logically be argued that B 
has made a transfer for a consideration which is not reducible to money 
value and that, therefore, the payment constitutes a gift.° To hold other- 
wise would produce the anomaly of exempting a payment for breach of 
promise and taxing a payment for fulfillment of it. Yet, “a page of 
history is worth a volume of logic,” ** and it is doubtful that the courts 
would sustain the argument. More likely, it would be held that even if a 
promise of marriage is not reducible to money value, breach of the 
promise is. Moreover, breach of a marriage promise is akin to a tort,” 
and it has never been suggested that payment of a tort liability constitutes 
a gift. A payment made in a jurisdiction where breach of promise suits 
are proscribed will probably be treated as a gift. As to the disappointed 
damsel, it has been held, and apparently never since challenged, that the 
amount she collects is immune from income tax,** although she might 


7 38 C.J.S. 846. ; 

8 Cerf v. Comm’r, 141 F. (2d) 564 (C.C.A. 3d, 1944). 

911 C.J.S. 778. 

10 Reg. 108, Sec. 86.8. In Merrill v. Fahs, 324 U.S. 308 (1945), discussed infra, the 
Court apparently thought that the question of whether marital rights can be reduced to 
money’s worth was immaterial. 324 U.S. at 311. 

11 Mr, Justice Holmes in New York Trust Co. v. Eisner, 256 U.S. 345, 349 (1921). 

12 See note 13 infra. 

13 Mrs. Lyde McDonald, 9 B.T.A. 1340 (1928). The Board’s conclusion appears to 
have been based on its decision in C. A. Hawkins, 6 B.T.A. 1023 (1927), which held that 
damages for libel and slander were not income. No note seems to have been taken of the 
fact that damages of the latter type which arise from tort are for personal injuries and 
hence excluded by Section 22(b) (5) of the Code, whereas damages for breach of promise 
arise from a-contract. However, the action has the characteristics of a tort action in so 
far as damages are concerned (11 C.J.S. 783), and the analogy to the libel and slander 
action seems appropriate. 
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possibly be taxed on that part of a judgment which represents punitive, 
as distinguished from compensatory damages.** 

Even in jurisdictions where breach of promise suits are not forbidden, 
they do not survive the perfidious promisor, so that estate tax problems 
are not likely to. arise out of broken promises of marriage. But suppose 
that the promisor—this time a female—having agreed that she or her 
estate will make certain definite payments which are legally enforceable 
dies before the obligation is fully satisfied. Is the estate entitled to a 
deduction for estate tax purposes? The claim against the estate is founded 
on a promise or agreement, even though it stems from a quasi-tort,’® 
and the statute provides that such a claim is allowable only if “contracted 
bona fide and for an adequate and full consideration in money or money’s 
worth.” *° As previously indicated, it will probably be held that relinquish- 
ment of a claim for breach of a promise of marriage is a consideration 
in money’s worth. Hence, it would seem that the claim should be allowed 
as a deduction. 

C. Antenuptial Agreements. Two fairly recent Supreme Court deci- 
sions have settled the principal problems which are likely to arise under 
this heading. In one of them, Merrill v. Fahs," a wealthy Floridian, 
undeterred by two previous marital ventures and possessed of three 
children, three grandchildren, $5,000,000 in cash and securities and 
$135,000 of Florida real estate, made a contract to marry a Miss Desmare. 
By agreement entered into the day before the marriage, Merrill agreed 
to set up within ninety days after the marriage an irrevocable trust in the 
amount of $300,000, the provisions of which were to conform to the 
wishes of Miss Desmare. Merrill was to provide in his will for two addi- 
tional trusts of $300,000 each, one to contain the same provisions as the 
inter vivos trust and the other to be for the benefit of the children of the 
parties. Miss Desmare on her part relinquished all rights that she might 
acquire as wife or widow in the taxpayer’s property except the right of 
maintenance and support. Miss Desmare’s financial assets were negligible. 
(One hears that Mr. Justice Frankfurter has been twitted about his 
failure to insert the word “financial” in his opinion.) Pursuant to the 
agreement Merrill set up the $300,000 trust in 1939 shortly after the 
marriage, and the Treasury assessed gift tax thereon. Merrill paid and 


14C, A. Hawkins, 6 B.T.A. 1023 (1927). 

15 See note 13 supra. 

16 Sec. 812(b). The section further provides that a relinquishment of marital rights 
in the decedent’s estate is not money or money’s worth. However, in the situation described 
in the text the spurned suitor has not yielded any marital rights—he never had them. 
This provision therefore seems inapplicable. Cf. Meyer’s Estate v. Comm’r, 110 F. (2d) 
367 (C.C.A. 2d, 1940), cert. denied 310 U.S. 651 (1940), discussed infra. 

17 324 U.S. 308 (1945). 
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sued to recover. He succeeded in the District Court,’* but failed in the 
Supreme Court by the narrowest of margins. Mr. Justice Frankfurter, 
writing for the majority, stated that the case turned upon the application 
of what is now Section 1002 of the Internal Revenue Code, which reads: 

Where property is transferred for less than an adequate and full considera- 
tion in money or money’s worth, then the amount by which the value of the 
property exceeded the value of the consideration shall, for the purpose of the 
tax imposed by this chapter, be deemed a gift, and shall be included in com- 
puting the amount of gifts made during the calendar year. 


The majority rejected Merrill’s argument that Miss Desmare’s re- 
linquishment of her marital rights constituted “adequate and full con- 
sideration in money or money’s worth.” Merrill relied strongly on the 
point that, unlike the estate tax law,’® the gift tax law did not contain 
any specific provision that a relinquishment or promised relinquishment 
of marital rights in the decedent’s property was not a consideration in 
money or money’s worth, and that the failure of Congress to conform the 
gift tax law to the estate tax law was significant.*® The majority refused 
to accept this reasoning, Mr. Justice Frankfurter saying that the same 
phrase (“adequate and full consideration in money or money’s worth’’) 
in the two statutes should be interpreted to mean the same thing and that 
the failure to insert the precautionary provision (with respect to a 
relinquishment of marital rights) in the gift tax law was not to be taken 
as an intent on the part of Congress to ascribe a meaning to the phrase 
in the gift tax law different from that in the estate tax law.” 

The closeness of the Merrill decision is surprising in view of the fact 
that a contrary result would have made inter vivos transfers under an 


1851 F. Supp. 120 (S.D. Fla. 1943), rev’d 142 F. (2d) 651 (C.C.A. Sth, 1944). 

19 Sec. 812(b): “For the purposes of this subchapter, a relinquishment or promised 
relinquishment of dower, curtesy, or of a statutory estate created in lieu of dower or 
curtesy, or of other marital rights in the decedent’s property or estate, shall not be 
considered to any extent a consideration ‘in money or money’s worth.’ ” 

20 This argument was accepted by the minority. The minority also based its conclusion 
on the finding of the trial court that the present value of the release of the taxpayer's 
estate from the wife’s survivorship rights largely exceeded the amount paid by the tax- 
payer and that the transaction between the parties was made in good faith for business 
reasons and not to avoid tax. Mr. Justice Reed in his dissenting opinion distinguished 
the Merrill case from the Wemyss case discussed infra (in which there was only a single 
dissent) on the ground that the Wemyss case involved a transfer in consideration, not of 
the release of marital rights, but of marriage itself. The majority paid scant attention to 
the taxpayer’s argument that Article 8 of Reg. 79 (1936 Ed.) (now Sec. 86.8 of Reg. 108) 
which protects arm’s length transactions made in the ordinary course of business was 
applicable, saying “To find that the transaction was ‘made in the ordinary course of busi- 
ness’ is to attribute to the Treasury a strange use of English.” 324 U.S. 308, 313, n. 1. 

21 Paul rightly refers to the Merrill opinion as statutory interpretation at its finest. 
‘PAUL, SUPPLEMENT TO FEepERAL Estate AND Girt TAXATION (1946) 714. 
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antenuptial agreement immune from both gift and death duties and would 
have opened the door wide to avoidance * unless, perchance, it could be 
said that the inter vivos transfers were as a matter of law made in con- 
templation of death because made in consideration of the renunciation 
of rights which become consummate only at death.** Factually, of course, 
there would be little basis for holding that a prospective bridegroom was 
contemplating death. 

The other Supreme Court decision involving antenuptial covenants is 
Commissioner v. Wemyss.** Here the taxpayer, Wemyss, proposed 
marriage to a Mrs. More, a widow with one child. Her previous husband 
had created a testamentary trust, of which she was to receive the income, 
but subject to the provision that if she remarried the income was to go to 
the child. Mrs. More’s income from this trust had averaged about $5500 
per year. Because Mrs. More was unwilling to suffer the loss of her trust 
income, Wemyss agreed, in consideration of Mrs. More’s agreement to 
marry him, to transfer and did transfer to her in May 1939, shares of 
stock valued at approximately $150,000. Within a month thereafter the 
parties were married. The Commissioner ruled that the transfer of stock 
was subject to gift tax. Again, the question turned'on the appropriate 
application of what is now Section 1002 of the Code, #.e., was Wemyss’s 
transfer made for a consideration adequate in money or money’s worth? 
The high court, in approving with but a single dissent the Tax Court’s 
decision against the taxpayer,” accepted that court’s view that marriage, 
while of course a sufficient consideration to support a contract, was not 
a consideration reducible to money value within the meaning of Section 
1002. The Court thus held that Reg. 79 (1936 Ed.), Article 8 (now 
Section 86.8 of Reg. 108) correctly interpreted the law in providing that 
“A consideration not reducible to a money value, as love and affection, 
promise of marriage, etc., is to be wholly disregarded, and the entire 
value of the property transferred constitutes the amount of the gift.” 

The Supreme Court also approved the Tax Court’s alternative view 
that if Mrs. More’s abandonment of her trust income, rather than mar- 
riage, was the consideration for the taxpayer’s transfer of stock, that 
did not exempt him from tax because he did not receive any money or 
money’s worth as a consequence of the relinquishment. 


22 See the opinion of Judge Mahoney in the Bristol case, 121 F. (2d) 129 (C.C.A. Ist, 
1941), at 136; 2 Paut, Feperat Estate anp Girr TAxaATIon (1942) 1118. Mr. Justice 
Frankfurter made the same point in his opinion at p. 313. He also pointed out that a 
contrary opinion would have encouraged avoidance of income taxes as well as estate taxes. 

23 Cf. Allen vy. Trust Co. of Georgia, 326 U.S. 630 (1946). 

24 324 U.S. 303 (1945). 

252 T.C. 876 (1943), rev'd 144 F. (2d) 78 (C.C.A. 6th, 1944), rev'd 324 U.S. 303 


(1945). 
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The Wemyss case thus stands for the double-barreled proposition that 
donative intent is not essential to support gift tax liability in a non- 
commercial transaction ** and that the question of whether the transfer 
is supported by an adequate consideration in money or money’s worth 
must be determined by reference to what is received by the transferor 
and not by reference to what is yielded up by the transferee.** The Court 
indicated that if Section 1002 were not in the statute, it would be neces- 
sary to search for donative intent on the part of the transferor to sustain 
tax liability, but that section made it plain that Congress intended to 
use the term “gifts” in its broadest and most comprehensive sense and 
not in any colloquial sense, thus avoiding the necessity of ascertaining 
“an elusive state of mind,” and adopting the much more workable external 
test that where property is transferred for less than an adequate and full 
consideration in money or money’s worth, the excess money value shall 
be deemed a gift.** As previously stated, the adequate money or money’s 
worth of consideration must flow to the putative donor to relieve him 
from tax. 

In both the Merrill and Wemyss cases the Court was dealing with 
executed or partially executed antenuptial contracts. Although the ques- 
tion was not raised, it seems implicit in the Court’s reasoning that to the 
extent the antenuptial agreement remains executory, no gift tax is ap- 
plicable. To the extent the contract is executed at or after death the 
transfer will, of course, be subject to estate tax, i.e., the property trans- 
ferred will be included in the decedent’s gross estate without any deduction 
for the value of the wife’s contractual rights. The estate tax law is explicit 
on this point.” 

What of executory antenuptial contracts which are modified after 
marriage? It now seems clear from the Merrill and Wemyss cases that 
to the extent the modification constitutes an execution of the original 
contract, t.e., to the extent that there is an actual transfer, a taxable 
gift has been completed. Thus the reasoning—but apparently not the 
result—in the Lasker case *° must be considered overruled. In that case 


26 Cf. Helvering v. American Dental Co., 318 U.S. 322 (1943). 

27 There was in the Wemyss case an oblique benefit to the child of Mrs. More, who 
received income that he would not have received had Mrs. More remained unmarried. 

28 Cf. Helvering v. American Dental Co., 318 U.S. 322 (1943). 

29 Sec. 812(b), supra note 19. It was not until 1932 that a specific provision was added 
to the estate tax law stating that a relinquishment of marital rights did not constitute 
“adequate and full consideration in money or money’s worth,” but even as to the period 
before then the courts had held to the same effect. However, as to the period before the 
1926 Act, which substituted the quoted words for “fair consideration in money or money’s 
worth,” it had been held that claims under antenuptial contracts were allowable deductions. 
See 1 Paut, Feperat Estate anp Girt Taxation (1942) 607 e¢ seq. 

80 Lasker v. Comm’r, 138 F. (2d) 989 (C.C.A. 7th, 1943). Cf. Comm’r v. Bristol, 
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the parties had entered into an antenuptial agreement, whereby in con- 
sideration of the wife’s releasing most of the marital rights which she 
would acquire from her husband’s estate at his death, the husband agreed 
that upon his death she would be entitled to any homes acquired by them 
after marriage, as well as a cash payment, and she was to be the beneficiary 
of a testamentary trust to be set up under the husband’s will. The 
contract was to be automatically cancelled if the parties should cease to 
live together as man and wife. Subsequently domestic difficulties arose 
between the parties, and they agreed that the wife was to receive $375,000 
in exchange for her relinquishment of rights in the husband’s property 
acquired either through marriage or the antenuptial contract. At this 
time the husband’s net worth was in excess of $10,000,000. The parties 
were divorced, and the agreement whereby the wife received $375,000 
was approved by the Nevada divorce court, the wife having moved there 
from Illinois. The decree made no provision for the support of the wife 
and the agreement whereby the latter received the $375,000 specifically 
recited that it was not intended as a separation agreement or a release of 
the husband’s obligation to support the wife. However, this statement 
may be discounted in view of the fact that the wife shortly afterwards 
established residence in Nevada and in the divorce proceeding there did 
not request that the decree make any provision for her support. The Tax 
Court held that the husband’s payment of $375,000 constituted a taxable 
gift, but the Circuit Court of Appeals reversed on the grounds that 
donative intent was lacking and that the alleged donor had obtained for 
$375,000 a release of claims which were worth much more and that, 
therefore, the transfer was for an adequate and full consideration in 
money or money’s worth. These grounds fall away in view of the Merrill 
and Wemyss cases. However, as previously indicated, the Lasker case 
apparently still has vitality, and it has been cited by the Tax Court in 
cases decided by that court ** since the Merrill and Wemyss Supreme 
Court decisions. It can be supported on the theory that the rights of the 
wife under the antenuptial agreement were forfeited when the parties 
ceased to live together as man and wife and that the transfer was really 
in satisfaction of the husband’s obligation of support, despite the dis- 
claimer in the second agreement. 

Another interesting problem which suggests itself in connection with 
antenuptial agreements arises out of a breach of the agreement after mar- 
riage, e.g., the husband fails to make the property transfers which he 


121 F. (2d) 129 (C.C.A. Ist, 1941), discussed in 2 Paut, Feperat Estate ANnp GIFT 


Taxation (1942) 1117-1118. 
81 £.9., Lewis C. Ledyard, 3rd, T.C. Memo. Dkt. 5766, P-H {46,071 (1946); 


Clarence B. Mitchell, 6 T.C. 159 (1946). 
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promised. Assume the wife sues him and recovers.** Is-the recovery a 
gift? Or, if the wife recovers from the husband’s estate, is the latter 
entitled to an estate tax deduction for the amount paid out? At first 
blush, it seems that by analogy to the recoveries for breach of promise of 
marriage, discussed supra, the payment by the husband should not be 
treated as a gift and that the payment by the estate should be allowed 
as a deduction. But on reflection, it will be seen that there is a difference: 
The claim for breach of the promise of marriage is in the nature of a 
tort claim which need not be supported by a consideration in money or 
money’s worth to avoid gift or estate tax, whereas the claim for breach 
of the agreement to transfer money or property is purely a contract claim 
which must be supported by a consideration in money or money’s worth 
to escape tax. Accordingly, a successful suit after marriage for specific 
performance of an antenuptial agreement to transfer property, or a money 
judgment in lieu thereof should result in gift tax liability, and no estate 
tax deduction should be allowed.** 


III. WepLock 


A. Income Tax Benefits. The income tax law is certainly no deterrent 
to marriage. No one’s income tax bill is increased on account of taking 
a spouse. On the contrary, the acquisition of a wife (or a husband) 
frequently results in a reduction of liability. To begin with, the wedding 
will in certain cases have the effect of increasing a spouse’s specific 
exemption, i.e., the credit under Section 25(b) (1), from $500 to $1,000. 

Much more important—at least to upper bracket taxpayers—is the right 
of husband and wife to file a joint return ** so that if one of them has 


32 The problem would, of course, be the same if the wife failed to make transfers 
promised by her, and the husband sued for breach of the agreement. 

83 A claim by a taxpayer with the exotic name of Doris Farid-es-Sultaneh, 6 T.C. 652 
(1946), that property acquired by her from a former husband under a prenuptial agree- 
ment was not acquired by gift and that. she was therefore not compelled to use the 
former husband’s basis in computing gain from the sale of the property was summarily 
brushed aside upon the authority of the Wemyss and Merrill cases. 

For consideration of the question of whether a husband incurs gift tax liability by 
carrying out after marriage an antenuptial contract to establish a trust for the support 
and maintenance of the wife (e.g., Example 2 in Reg. 111, Sec. 29.22(k)-1, relating 
to income tax), see infra under the caption Payments in Discharge of the Obligation to 
Support. 

84 This concession is available only if the spouses file a joint return, or if a separate 
return is made and one of the spouses has no gross income for the calendar year in 
which the taxable year of the taxpayer begins and is not the dependent of another tax- 
payer. A curious result of the statutory language is that a resident alien who has a 
spouse residing abroad, which spouse has no gross income from sources within the 
United States, is entitled to the $1,000 exemption even though his wife actually has a 
sizeable income from sources outside the United States. 

85 Sec. 51(b). Problems arising under Supplement T are omitted from this discussion. 
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deductions in excess of gross income, tle excess may be used to reduce 
the tax of the spouse having net income. The election to file a joint 
return may be exercised only by the filing of a joint return prior to the 
due date of the return.** Once the election is made, it is irrevocable, except 
that a joint or separate return timely filed may be replaced by the opposite 
kind of return if the latter is filed before the due date.*’ If the spouses 
file a joint return, their liability for the tax owing with respect to such 
return is joint and several.** The determination of marriage status is 
made as of the last day of the taxable year.” In addition to allowing one 
spouse to offset against his income the loss of the other spouse, a joint 
return sometimes gives the couple a dependency credit which would other- 
wise be lost. Thus, a husband and wife making a joint return may claim 
as a dependent the wife’s niece, even though the chief support of that 
niece is actually supplied by the husband rather than the wife.*® There is 
no longer any requirement that the husband and wife be living together 
during the taxable year to entitle them to the right to file a. joint return.“ 
But a joint return may not be made if either spouse is a nonresident alien, 
nor may a joint return be made for the taxable year in which one of the 
spouses dies.** 

The greatest tax advantage flowing from marriage is in the community 
property states where the banns are followed by boons of a special 
character. These are discnssed infra under a separate heading. 

B. Joint Tenancies and Tenancies by the Entirety. A discussicn of 
the numerous income, gift and estate tax questions that cluster about 
joint tenancies and tenancies by the entirety is outside the scope of this 
paper.*® However, there is a related topic which because of its current 
interest should be mentioned. It is the possibility of circumventing the 
recent trend against the recognition of husband and wife partnerships 


36 Rose v. Grant, 39 F. (2d) 340 (C.C.A. 5th, 1930), cert. dismissed on motion 283 
U.S. 867 (1931). 

87 J.T. 2535 IX-1 Cum. Buti. 125 (1930); McIntosh v. Wilkinson, 36 F. (2d) 807 
(E.D. Wisc. 1929). 


88 Sec. 51(b). 
89 If a spouse dies during the taxable year, the determination of status is made as of 


the date of the spouse’s death. Thus, the surviving spouse would be entitled to a $1,000 
exemption for 1946 if the spouse who died in that year had no 1946 income up to the date 
of death. Another minor advantage of the marital relationship is that it may result in 
increasing the limit of deductibility for extraordinary medical expenses. Sec. 23(x). 

40 In a separate return the husband could not claim a credit for the wife’s niece since 
she does not bear the relationship to him required by Section 25(b) (3); nor could the 
wife claim the credit since she does not furnish the chief support of the niece. 

41 Reg. 111, Sec. 29.51-1(b). 

42 [bid. 

43 For a discussion of these problems, see RABKIN AND JOHNSON, FEDERAL INCOME, 
Girt AND Estate Taxation, E4, § 6. 
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for income tax purposes “* by having the spouses hold title to business 
properties as tenants by the entirety. This procedure may produce im- 
mediate income tax savings,*® but it has some drawbacks which should 
be carefully considered before it is adopted. Probably the most serious 
of these drawbacks is the rule covering basis (for computing gain or 
loss or depreciation) to the survivor. Notwithstanding the fact that part 
or even all of the value of the property may have been subjected to estate 
tax on the death of the spouse dying first,** the basis to the survivor is 
the adjusted purchase price of the property.‘ The argument accepted by 
the Supreme Court “* in support of this conclusion is that the property 
has not been acquired by the survivor through “bequest, devise or in- 
heritance,” but rather as a result of the intrinsic nature of the tenancy. 
Therefore, Section 113(a)(5) does not apply. This rule, which applies 
as well to jointly owned property,*® may work a real hardship in the 
case of property which has appreciated greatly in value. In fact, it is 
conceivable that the estate tax and the income tax may exceed the value 
of the property. In view of the disadvantageous basis rule for property 
owned in joint tenancy or tenancy by the entirety, it may often be ad- 
visable to convert such estates into tenancies in common if the property 
has appreciated in value. 

C. Payments of Money and Transfers of Property by Husband to Wife, 
and Vice Versa. 1. Payments in Discharge of the Obligation to Support. 
In virtually all, if not all, American jurisdictions the husband is legally 
obligated to support his wife even if his wife has her own separate in- 
come.*° Granted the existence of the obligation, payments in discharge 
of it are not treated as gifts,’ nor are such payments income of the wife 
or deductible by the husband.” The obligation to support is measured by 


44 See discussion infra under D. Commercial Transactions between Spouses. 

45 George K. Brennen, 4 T.C. 1260 (1945); Paul G. Greene, 7 T.C. 142 (1946) ; I.T. 
3235, 1938-2 Cum. Butt. 160; I.T. 3783, 1946-1 Cum. But. 84; I.T. 3796, 1946-1 Cum. 
Butt. 88. ‘ 

46 Sec. 811(e). 

47 If the property was not purchased by the spouses but was acquired by them through 
gift, devise or bequest, the unadjusted basis would be that prescribed by Section 113(a) (2) 
in the case of a gift and 113(a) (5) in the case of a devise or bequest. 

48 Lang v. Comm’r, 289 U.S. 109 (1933). 

49 Helen G. Carpenter, 27 B.T.A. 282 (1932), petition for review dismissed 68 F. (2d) 
995 (C.C.A. 7th, 1934) (Ill) ; I.T. 3754; 1945 Cum. Butt. 143 (Wisc.) ; I.T. 3785, 1946-1 
Cum. Butt. 98 (Minn.). The question apparently turns to some extent on local law. 

5041 CJ.S. 404. 

51 See the discussion infra with respect to trusts for the support of the wife. Cf. Comm’r 
v. Greene, 119 F. (2d) 383 (C.C.A. 9th, 1941), cert. denied 314 U.S. 641 (1941), dis- 
cussed in 2 Paut, Feperat Estate anp Girt TAxatTion (1942) 1096. 

52 Such payments may be income to the wife and deductible by the husband after a legal 
separation or divorce. See part IV. A. 
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the standard of living to which the parties are accustomed.®* Hence, if 
the couple travel in circles where expensive clothing and jewelry are 
customary, the purchase by a husband of a $20,000 diamond bracelet or 
a $30,000 chinchilla wrap presumably would not constitute a gift. There 
is no corresponding obligation of support from the wife to thé husband, 
at least where the husband is not incapacitated.** Hence, the purchase by 
the wife for the husband of expensive “presents” would probably be 
treated as a gift. 

Suppose a husband makes his wife an allowance of $2,500 a month for 
running the household and for buying the clothes of herself and the 
children. Assume further that the wife, by individual forbearance and 
household efficiency and economy, manages to save $500 a month out 
of the allowance. Is the $500 a gift from the husband? On a much 
reduced scale, this is undoubtedly a common occurrence in American 
families, yet no one seems to have suggested that the amount saved by 
the wife is a gift to her.°° The general rule seems to be that savings 
by the wife out of the husband’s earnings must be accounted for by her 
unless she can prove a gift.°° However, the wife—in some jurisdictions 
at least—apparently has the benefit of a presumption of a gift where she 
retains possession of the funds with the husband’s consent, so that the 
latter, if he wishes to recover the money, would have to establish an 
agreement to return all or a part thereof.” It is doubtful whether 
Congress intended that the wife’s private ** hoard, provided it is reason- 
able in amount, be subject to gift tax, and as a practical matter, the 
husband is reasonably safe from attack if he does not resort to extremes. 
For example, if a husband has been earning $50,000 per year, out of 
which he has been giving the wife, say, $1,000 per month for household 
expenses, and suddenly for some unexplained reason the husband com- 
mences giving the wife $2,000 per month (which incidentally is about 


58 4] C.J.S. 412; Herbert Jones, 1 T.C. 1207 (1943), aff'd C.C.A. 7th, May 2, 1944; 
Hill v. Comm’r, 88 F. (2d) 941 (C.C.A. 8th, 1937). 

5441 C.J.S. 413. Apparently in California it is provided that husband and wife contract 
toward each other obligations of mutual support; and in New York, by statute, the wife is 
charged with the husband’s support if the State would otherwise have to support him as 
a pauper. Ibid. 

55 There would be little basis for arguing that the amount saved constitutes taxable 
income to the wife. It is either a payment in discharge of the obligation to support or 
else it is a gift; in either case it is not subject to income tax. 

56 41 C.J.S. 623; Marker v. Marker, 103 N.J. Eq. 538, 143 Atl. 830 (1928). 

57 41 C.J.S. 630; Marker v. Marker, 103 N.J. Eq. 538, 143 Atl. 830 (1928). However, 
it has also been held that the surplus left in a bank in the wife’s name after the payment 
of family expenses presumptively belongs to both spouses rather than to the wife alone. 
41 C.J.S. 630; Meyer v. Meyer, 124 N.J. Eq. 481, 2 A. (2d) 467 (1938). 

58 In many cases the wife will jealously guard from her husband the amount or even 


the existence of the hoard. 
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all that is left out of a $50,000 income under present income tax rates), 
there would seem to be a prima facie case of gift tax liability. 

The payment by a husband of debts contracted by his wife for neces- 
saries is, of course, merely a discharge of his legal obligation, and hence 
does not result in any gift tax. But suppose the wife gambles heavily, 
and the husband, in order to save the family name from scandal, pays 
the gambling debts. To the extent that the wife was legally liable for the 
debts and consents (whether explicitly or tacitly) to the payment,” the 
husband has presumably made a gift, just as if he had given her the money 
first and she had then lost it. But if the wife is not legally liable, the 
result is not so clear. The Treasury may argue that under the doctrine 
of the Wemyss case, there is a gift, whether to the wife or the winning 
gambler, for the reason that no consideration in money or money’s worth 
has been received by the husband in return for his payment. Although 
the wife has had no pecuniary benefit from the husband’s payment, the 
gambler-“creditor” has.*° People do not “ordinarily” pay the obligations 
(legal or moral) of other persons, and the husband would probably find 
it difficult to persuade the courts that the transaction was exempt because 
“made in the ordinary course of business (a transaction which is bona 
fide, at arm’s length, and free from any donative intent ).” 

If the wife pays the husband’s contractual obligations, she has pre- 
sumably made a gift to him, and if the obligation is a gambling debt, the 
same rules should apply as where the husband pays the wife’s gambling 
losses. 

The problems just discussed also arise if one spouse pays a tort liability 
of the other. The answers should be the same as where a contractual 
liability is being paid. 

The last, but not the least difficult, topic to be considered under the 
heading of Payments in Discharge of the Obligation to Support is trusts 
established by the husband, the income (or principal) of which is to be 
used for the support and maintenance of the wife living with him.®* To 
begin with a simple situation, assume a husband transfers property in 


59 If the wife objected to the payment, the result would probably be the same, unless 
the debt remained alive and the husband acquired it by assignment from the creditor. 

60 An interesting question is whether the gift tax could be collected from the gambler- 
“creditor” as transferee. 

61 Reg. 108, Sec. 86.8. If the husband himself had gambled the money away, he would 
not, of course, be charged with gift tax when he paid the winner. Absence of donative 
intent is significant in commercial transactions. 

62 On this problem generally see Macitt, TAXABLE INCOME (Rev. Ed. 1945) 271 et seq.; 
2 Paut, FeperaL Estate aNp Girt TAxAaTIon (1942) 1201 et seg.; Paut, SUPPLEMENT 
To FeperAL Estate AND Girr TAXATION (1946) 764 et seq.; Macitt, Tue Impact oF 
FeperaL Taxes (1943) 107. 
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trust, the income to be used for the support of his wife during his life, 
the remainder to the husband’s estate. Here the trust income during the 
grantor’s life is used to discharge his obligation. He should not, therefore, 
be subject to gift tax; ® but he should, of course, be taxed on the income 
of the trust.** Let us proceed a step further: Assume the same facts 
except that the income is to be paid to the wife for her life and that her 
expectancy is substantially longer than that of the grantor. Here the 
transfer extends beyond the mere satisfaction of an obligation imposed 
by law—the husband’s obligation of support ceases at his death *°—and 
there appears to be an element of gift.°* In each case the husband has, in 
effect, retained the income for his life and the trust property will be 
included in his gross estate when he dies. 

Next, let us vary the trust so that the income, in the discretion of some- 
one as indicated below, may either be used for the support of the wife or 
if not so used, is to be accumulated for 4, an adult son of the couple; on 
termination of the trust, corpus and accumulations are to go to A. The 
results would seem to be as follows: 


TAX LAW REVIEW 


Discretion in Income Tax Gift Tax Estate Tax ® 
1. Grantor qua grantor Husbandtaxableon Value of remainder Trust corpus but 
income under Hel- constitutes gift not accumulations 
vering v. Stuart®® when trust created. included in grant- 
Each time that or’s gross estate 7° 


grantor permits in- 
come to be accu- 
mulated, he has 
made an additional 
gift & 


‘ 
Husband saved Same as in 1 Same as in 1 
from tax on income 
not used for sup- 
port of wife. Sec. 


167 (c) 


2. Grantor as trustee 


63 Cf, Macitt, THe Impact oF FeperaAL Taxes (1943) 108; see 2 Paut, Feperar 
Estate AND Girt TAXATION (1942) 1202 n. 11; Paut, SUPPLEMENT TO FEDERAL EsTATE 
AND Girt TAXATION (1946) 765 n. 6. Where all of the income is not spent, the situation 
is akin to the unspent family allowance, see discussion supra under C. Payments of Money 
and Transfers of Property by Husband to Wife and Vice Versa. 

64 Sec. 167(a). Cf. Sec. 167(c). 

65 41 C.J.S. 409. 

66 Presumably the value of the gift would be computed on the basis of mortality tables. 

67 Where property is subject to estate tax and gift tax has been paid on same property, 
credit for gift tax will be allowed, subject to certain’ limitations. 

68 317 U.S. 154 (1942). Section 167(c) would not apply because the discretion is not 
in the grantor as trustee. 

69 This assumes that the accumulations are indefeasibly vested in A or someone other 
than the grantor. 

70 Sec. 811(c). 
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Discretion in Income Tax Gift Tax « Estate Tax 
3. T, a person without Same as in 2 Entire value of None 
a substantial ad- property subject to 
verse interest tax when trust 
created 
4. A, a person with a Grantor not tax- Same as in 3 Same as in 3 
substantial adverse able7™ 
interest 
5. Grantor as trustee Same as in 2 Same as in 1 72 Same as in 1 
with consent of T 
6. Grantor as trustee Grantor not tax- Same as in 3 Same as in 1 


with consent of A able. Trustee tax- 
able on accumula- 
tions 


It will be noted from the foregoing table that the income, gift and 
estate tax consequences are not at all consistent with each other, e.g., the 
grantor may have paid gift tax on the entire value of the property, yet 
remain subject to income tax on some or all of the income; or the property 
may be treated as part of his gross estate even though it has previously 
been subjected to gift tax.” 

Where the trust property has a higher value at the time the trust is 
established than its cost or other basis, and the income from the trust 
is to be used in whole or in part to discharge the husband’s obligation 
to support, the appreciation should not constitute capital gain to the 
husband.” 

2. Payments in Exchange for the Spouse’s Relinquishment of Rights 
to Dower, Curtesy or Other Survivorship Rights in the Decedent's 
Property. The Merrill and Wemyss decisions should leave no doubt that 
a transfer by a spouse in exchange for-the surrender by the other spouse 
of that other spouse’s survivorship rights in the transferor’s property 
constitutes a gift. It should follow that the amount received by the spouse 
in exchange for the surrender will not be taxable income to her. Yet if 
the spouse were to sell to a stranger certain of her survivorship rights— 
for example, dower right in some of the husband’s real estate—it might 
with some plausibility be argued that what she has received is income, 
at least to the extent that the proceeds of sale exceed that portion of the 


71 Because of A’s adverse interest. Sec. 167(a), (c). 

72 Reg. 108, Sec. 86.3 provides that the donor is considered as retaining the power to 
shift beneficial interest if he can do so with the consent of a person who does not have 
an adverse interest. 

73In the latter case credit for the gift tax, subject to certain limitations, would be 
allowed against the estate tax. 

™ Cf. Comm’r v. Mesta, 123 F. (2d) 986 (C.C.A. 3d, 1941), cert. denied 316 U.S. 695 
(1942). See discussion infra under D. Lump Sum Settlements. 
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husband’s basis for the property—assuming he is still alive ""—allocable 
to the wife’s dower rights. A corollary of this argument would be that 
the wife acquired her dower interest by gift when the husband purchased 
the property. However, the Tax Court has frowned upon this view in 
holding that when the husband joins in a donative conveyance of real 
estate, thus releasing his right of curtesy, the wife may not deduct the 
value of the curtesy right in computing gift tax."* From a pragmatic 
viewpoint the court’s position seems sound: The automatic acquisition 
by a spouse of an inchoate right is an unsatisfactory basis for the im- 
position of a gift tax. It has never been suggested that the acquisition of 
marital survivorship rights by marriage is an appropriate occasion for 
gift tax. If the wife sells such rights, she is selling her anticipated in- 
heritance and since the receipt of such an inheritance would be free from 
income tax, it may with some plausibility be argued that the proceeds of 
sale should likewise be immune. 

If the transaction, whereby one spouse transfers property to the other 
for a release of marital survivorship rights, is not viewed as a sale for 
gift tax purposes, it should not be treated as a sale for income tax pur- 
poses, so that if the transferred property consists of items which have 
appreciated in value over cost or other basis, the appreciation ought not 
to be subjected to income tax.” 

For estate tax purposes when a spouse dies, the value of property or 
amount of money payable under the law of the controlling jurisdiction 
to the surviving spouse as common-law dower or curtesy, or as the 
surviving spouse’s statutory share of the, deceased spouse’s estate, is 
specifically required by the estate tax law to be included in the decedent’s 
gross estate,"* and no deduction is allowed for such rights.” 

3. Other Non-commercial Transactions. Suppose one spouse issues his 
negotiable note to the other without consideration. At this point the 


7™5 If the husband were dead, the basis would presumably be that portion of the estate 
tax value allocable to the dower right. Cf. McAllister v. Comm’r, 157 F. (2d) 235 (C.C.A. 
2d, 1946). 

76 Correlia M. Thompson, 37 B.T.A. 793 (1938). See 2 Paut, FeperAL Estate AND 
Girt Taxation (1942) 1110. 

77 See discussion infra under D. Lump Sum Settlements. 

78 Sec. 811(b). 

79 Sec. 812(b). Under the same subsection a deduction is allowed from the gross 
estate for amounts “reasonably required and actually expended for the support during the 
settlement of the estate of those dependent upon the decedents, as are allowed by the 
laws of the jurisdiction, whether within or without the United States, under which the 
estate is being administered.” See 1 Paut, Feperat Estate anp Girt Taxation (1942) 
612; MontcoMEry, FeperAL TAXEs oN Estates, Trusts AND Girts 1945-46 (1945) 571. 
This item apparently has income tax repercussions; see Blanche M. Haines, T.C. Memo. 


Dkt. 110769, P-H 1] 43,279 (1943). 
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obligation is unenforceable, and there is therefore no gift.* By the same 
token no interest is deductible by the issuer, and the payment of such 
interest would constitute a gift to the payee.** Assume a further step, 
however. The payee of the note negotiates it to a holder in due course for 
a consideration less than the face amount of the note. What is the amount 
of the gift and when does it take place? The Bureau has ruled * that 
where the maker of the note pays the donee directly, the gift occurs at that 
time, and adds by way of dictum that a gift occurs at the time the payee 
negotiates the note. (The ruling is silent as to whether the amount of the 
gift would be the face value of the note or the amount for which it was 
transferred, but common sense would indicate that it should be the latter. ) 
The dictum is probably correct. It is true that the putative donor may 
never actually part with the money. He has merely given an executory 
promise.** On the other hand, the payee has actually been the beneficiary 
of the maker’s generosity, and unless the transfer is subjected to gift tax, 
it may not be taxed at all, since it apparently would not be subject to 
estate tax.** 

Where a husband establishes a trust for the benefit of his wife which 
does not in any way discharge his obligation of support, the transfer is, of 
course, subject to gift tax. The husband will not be taxable on the trust 
income ** nor will the property be includible in his gross estate.* 

D. Commercial Transactions between Spouses. In general, commercial 
transactions between husband and wife bear the same tax consequences 
as similar transactions between strangers. There are, however, some 
fairly important exceptions. For example, a loss on a sale of property 
to a spouse will not be deductible.*’ And where several items have been 
sold, some at a profit and some at a loss, the transactions are not per- 


802 PauL, FepeRAL Estate AnD Girt TAXATION (1942) 1077 n. 61; G.C.M. 16460, XV-1 
Cum. Butt. 369 (1936). 

81 Simon Benson, 9 B.T.A. 279 (1927) ; Julius G. Day, 42 B.T.A. 109 (1940), aff’d 121 
F. (2d) 856 (C.C.A. 2d, 1941). Cf. Preston v. Comm’r, 132 F. (2d) 763 (C.C.A. 2d, 
1942). Where the obligation is supported by a consideration, even a consideration which 
is not an “adequate and full consideration in money or money’s worth,” e.g., an agreement 
on the part of a wife to return to her husband whom she has left for cause, the obligation 
is enforceable, and the interest payment is allowed as a deduction. D. S. Devan, 34 B.T.A. 
580 (1936). Cf. Longyear v. Helvering, 77 F. (2d) 116 (App. D.C. 1935). 

82 G.C.M. 16460, XV-1 Cum. Butt. 369 (1936). 

88 Note that in the Merrill case the antenuptial agreement was taxable only to the 
extent that it was executed. 

84 See 1 Paut, Feperat Estate anp Girt TAXxATIon (1942) 602. 

85 Unless it is taxable to him under the doctrine of Helvering v. Clifford, 309 U.S. 331 
(1940), or under Sections 166 and 167. 

86 Unless the transfer has been made in contemplation of death or it is otherwise taxable 
under Section 811. 

87 Sec. 24(b). 
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mitted to be thrown into hotchpot. Instead, the profits will be taxed, and 
the losses will not be allowed.** There is a conflict of authority on the 
question of whether a loss is allowable on a sale of securities by one 
spouse to a stranger, where there is a contemporaneous purchase by the 
other spouse from another stranger of substantially identical securities.* 

Interest, compensation, rent and certain other expenses payable by one 
spouse to the other, one spouse reporting on the accrual basis and the 
other on the cash basis, will not be allowed as a deduction to the payor 
unless paid within two and one-half months after the close of the payor’s 
taxable year.°° And where the payor by reason of late payment loses his 
right to the deduction, the receiving spouse is nevertheless required to 
include the payment in his or her gross income.” 

Partnerships between husband and wife have been the subject of much 
recent litigation, but a detailed discussion of the topic is outside the 
scope of this paper.®? Speaking generally, it may be said that a partner- 
ship between husband and wife will be recognized for tax purposes to 
the extent that the arrangement between the spouses is such as would be 
entered into by strangers. However, for obvious reasons, the mere 
existence of a husband-wife partnership will invite closer scrutiny than 
would a similar agreement by strangers. In passing, attention is called 
to the fact that there are important unsolved gift and estate tax problems 
with respect to family partnerships. For example, if a gift tax was paid 
on the original transfer of the partnership interest to the wife and the 
income therefrom continues to be taxed to the husband, is each payment 
of income received by the wife a gift to her? ** Further, since the income 


88 M. F. Reddington, Inc. v. Comm’r, 131 F. (2d) 1014 (C.C.A. 2d, 1942); Morris 
Investment Corp. v. Comm’r, 156 F. (2d) 748 (C.C.A. 3d, 1946). 

89 Loss allowable: John P. McWilliams, 5 T.C. 623 (1945), on appeal C.C.A. 6th; 
Comm’r v. Ickelheimer, 132 F. (2d) 660 (C.C.A. 2d, 1943). Contra: Comm’r v. Kohn, 
— F. (2d) —.(C.C.A. 4th, Nov., 1946). In the Kohn case, the parties filed a joint return. 
The Court therefore could have, but apparently did not, ground its decision on the wash 
sale provision (Sec. 118). See Helvering v. Janney, 311 U.S. 189 (1940), and Taft v. 
Helvering, 311 U.S. 195 (1940), holding that a joint return is the return of a taxable unit. 
These cases probably overrule Frank B. Gummey, 26 B.T.A. 894 (1932). 

90 Sec. 24(c). 

91 Possibly the filing of a joint return for the year of payment may save the situation. 
See note 89 supra. 

92 For recent papers on the family partnership, see Paul, Partnerships in Tax Avoidance 
(1945) 13 Geo. Wasu..L. Rev. 121; Ross, The Status of Family Partnerships under the 
Recent Decisions, N. Y. U. Inst. on Feperat Taxation (1945) 674; Note Husband-and- 
Wife Partnerships (1946) 1 Tax L. Rev. 450; Polisher, Family Partnerships under 
Federal Income Taxation (1945) 23 Taxes 815, The Family Partnership (1945) 23 
Taxes 46, Family Partnerships (1944) 22 Taxes 272. 

8 The problem here is akin to that in the Clifford case. Apparently the Treasury 
was content to collect gift tax on the creation of the trust involved in that case, and 
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is being taxed to the husband, either on the ground that lie has in effect 
made an assignment of earnings or that he has retained enough of the 
attributes of ownership to justify taxing him, may it not be argued that 
he has made a transfer under which he retains the enjoyment of the 
income, arid hence that the-wife’s putative partnership interest must be 
included in his gross estate for death duty purposes? ** The final answers 
to these questions must await further litigation or legislation.**° 

E. Community Property. The limits of this paper preclude any study 
of the special tax consequences that flow from the mere fact that the 
spouses are domiciled ** in or own property in a community property 
state. Only a very brief and general discussion is attempted.** In the 
nine community property states,°* the earnings of both spouses and the 
income from the property acquired after marriage (except property ac- 
quired by one spouse through gift or inheritance) are thrown into hotch- 
pot for income tax purposes, and each spouse may file a separate return 
reporting half of such community income. The theory behind this pro- 
cedure is that the wife acquires a vested right in half of her husband’s 
earnings (and vice versa), although for practical purposes the husband 
has just as much control over his earnings in a community property state 
as he would have in a non-community property state. Married couples 
in the community property states thus enjoy a marked income tax ad- 
vantage over couples in other states. It has recently been suggested that 


presumably did not attempt to treat each year’s income as a gift to the wife. That this is 
the correct treatment is indicated by the result in James A. Hogle, 7 T.C. No. 114 (1946). 
But cf. Ernest Strong, 7 T.C. No. 108 (1946), holding that gift tax is not payable on a 
transfer of a partnership interest where the “gift” was not recognized for income tax 
purposes. And see also William H. Gross, 7 T.C. No. 98 (1946); W. J. Rothrock, 
7 T.C. No. 99 (1946). 

94 Cf. Estate of Louis Bendet, T.C. Memo. Dkt. 7188, P-H {46,098 (1946). See 1 
Paut, FeperaL Estate AND Girt TAxaTIon (1942) 350-352, and Paut, SUPPLEMENT TO. 
FeperaAL Estate AND Girt TAXATION (1946) 161-166. 

95 Spouses may be able to circumvent the recent trend against recognizing family 
partnerships for income tax purposes by holding title to business properties as tenants 
by the entirety, but the sometimes disastrous rules regarding the basis of property held 
in such tenancy should not be overlooked. See discussion supra under R. Joint Tenancies 
and Tenancies by the Entirety. 

96 Domicile rather than actual residence determines whether the spouses constitute a 
“community.” Pietro Crespi, 44 B.T.A. 670 (1941); Gallagher v. United States, 66 F. 
Supp. 743 (N.D. Calif. 1946). 

97 For a recent study see Freeman and Mueller, Federal Taxation of Community 
Property (1946) 34 Cauir. L. Rev. 398. The authors point out possible gift and estate 
tax disadvantages that may offset to some extent the income tax advantages enjoyed by 
residents of community property states. 

98 Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Oklahoma, Texas and 
Washington. (Hawaii has recently also become a community property jurisdiction.) 
There are also, of course, foreign jurisdictions in which the community property system 


prevails. 
9° A family in which the husband earns $20,000 pays a combined tax of $4,370, whereas 
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this discrimination can be overcome by permitting all married couples 
throughout the country to report income as if they were domiciled in a 
community property state.*°? To raise the same amount of revenue under 
such a national system, tax rates would, of course, have to be raised; and 
this, in turn, would produce an increased burden on unmarried individuals, 
estates and accumulation trusts. This burden could be lessened by in- 
creasing the personal exemption of unmarried individuals. It may be 
pointed out, however, that single persons in the community property states 
have survived—and apparently without complaint—the discrimination in 
favor of married persons which now exists in those states.’™ 

Among the special problems that stem from community property are 
(1) the necessity of prorating income for the year of the move in certain 
cases where the couple moves into a community property state from a 
non-community property state, or vice versa;*°* (2) the necessity of 
prorating income where an investment consists in part of community 
property and in part of separate property; *°* (3) the treatment of a 
deduction, liability for which was incurred while the parties resided in a 
non-community property state, but which was paid while they resided in 
a community property state; *** (4) the effectiveness of agreements be- 
tween the spouses as to division of income;*” (5) the treatment of 
income frdm property located in community property territory owned by 
spouses domiciled in a non-community property state; *°* (6) the status 
of income from property located in a non-community property state 
owned by a spouse domiciled in a community property state; *°’ and (7) 
the treatment of income from community property during the period of 
administration of a deceased spouse’s estate.*°* 





if the same family were domiciled in New York, their federal tax bill would be $6,142. 
(It is assumed that the wife has no income.) 

100 Addfess by Stanley S. Surrey, Tax Legislative Counsel of the Treasury Department, 
before American Institute of Accountants, Oct. 3, 1946. 

101 Address by Joseph J. O’Connell, Jr., General Counsel of the Treasury Department, 
before Convention of State Bar of California, Sept. 28, 1946. 

102 F.g., David L. Loew, 7 T.C. 363 (1946); C. J. Wrightsman, 40 B.T.A. 502 
(1939) aff’d 111 F. (2d) 227 (C.C.A. 5th, 1940). 

108 F.g., George W. Van Vorst, 7 T.C. No. 96 (1946). 

104 F.g., Lottie Zukor, 43. B.T.A. 825 (1941). 

105 E.g., Estate of J. Harold Dollar, 41 B.T.A. 869 (1940). 

106 F.g., Hammonds v. Comm’r, 106 F. (2d) 420 (C.C.A. 10th, 1939). Cf. Estate 
of E. T. Noble, 1 T.C. 310 (1942), aff'd 138 F. (2d) 444 (C.C.A. 10th, 1943). 

107 F.g., Gladys C. Porter, 2 T.C. 1244 (1944), aff'd 148 F. (2d) 566 (C.C.A. 5th, 
1945). Cf. Robert H. Lord, 30 B.T.A. 425 (1934). 

108 F.g., Rosenberg v. Comm’r, 115 F. (2d) 910 (C.C.A. 9th, 1940) ; Rose B. Larson, 
44 B.T.A. 1094 (1941), aff'd 131 F. (2d) 85 (C.C.A. 9th, 1942). Cf. Bellagie I. Newman, 
37 B.T.A. 72 (1938), and G.C.M. 25008, Int. Rev. Butt. 46-20-12410. See also the Special 
Ruling relating to the basis of the surviving spouse’s interest in community property. 
5 P-H (1946) 76,209. 
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IV. SEPARATION AND DIVORCE 


A. Alimony in General. After a generation of income tax history 
stemming from the decision of the Supreme Court in Gould v. Gould,’” 
which held that alimony was not income to a divorced wife within the 
meaning of the 1913 income tax law, Congress in 1942 gave relief to 
divorced and separated husbands by amending the statute so that hence- 
forth wives (or ex-wives) would, in general, be required to include 
alimony in taxable income, and husbands would be allowed to deduct it.**° 
The historical development of the 1942 provisions and the state of the 
law prior to their adoption have been adequately stated elsewhere ** so 
that the present paper concerns itself solely with the current provisions. 
These are contained in Sections 22(k), 23(u) and 171.7” 

The first sentence of Section 22(k) provides— 


In the case of a wife who is divorced or legally separated from her husband 
under a decree of divorce or of separate maintenance, periodic payments 
(whether or not made at regular intervals) received subsequent to such decree 
in discharge of, or attributable to property transferred (in trust or otherwise) 
in discharge of, a legal obligation which, because of the marital or family 
relationship, is imposed upon or incurred by such husband under such 
decree or under a written instrument incident to such divorce or separation 
shall be includible in the gross income of such wife, and such amounts received 
as are attributable to property so transferred shall not be includible in the 
gross income of such husband. 


By virtue of Section 23(u) discussed at greater length infra the 
husband obtains a deduction for amounts paid by him to the wife which 
are taxed to her under Section 22(k). 

It will be noted from the foregoing quoted language that, in order that 
the wife may be taxable and the husband entitled either to a deduction 


109 245 U.S. 151 (1917). 

110 The change in the statute would also be beneficial to future divorcees—and to those 
past divorcees whose alimony was subject to modification—since it enables a divorced 
husband to pay his wife a greater amount than would otherwise be possible. The Bureau 
has ruled that the alimony provisions do not cover payments made by a “husband” 
under a judgment annulling the “marriage” ab initio (said husband having had a wife 
living at the time of the annulled “marriage”). Special Ruling, Dec. 8, 1944, 4 C.C.H. 
(1945) $6092. 

111 Paul, Five Years with Douglas v. Willcuts (1939) 53 Harv. L. Rev. 1; Gornick, 
Alimony Provisions in the Revenue Act of 1942 (1943) 29 Corn. L. Q. 28. As to the 
constitutionality of the new provisions there can be little doubt; and thus far no wife has 
had the temerity to argue that the provisions making her taxable on alimony are invalid. 

112 Technical amendments were required to Section 22(b) (discussed infra note 145) 
and Section 25(b) (3) (discussed infra under F. Time for Reporting Income or Claiming 
Deductions. Also a definition of “husband and wife” was added to Section 3797 (dis- 
cussed infra). 
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or an exclusion from gross income under this section,"* the following 
conditions must be satisfied : 


1. The wife must be divorced or legally separated under a decree 
of divorce or of separate maintenance. 

2. The payments must be periodic but need not be made at regular 
intervals. 

3. The payments must be received subsequent to the decree. 

4. They must be in discharge of, or attributable to property trans- 
ferred in discharge of, a legal obligation arising out of the marital 
or family relationship; and 

5. The husband’s obligation must be imposed upon, or incurred 
by, him under a decree or under a written instrument incident to the 


divorce or separation. 


As to the first of these conditions, the statutory requirement that the 
parties must be actually divorced or legally separated was presumably 
impelled by the thought that in the absence of such a requirement collusive 
arrangements by husbands and wives, that is, sham separations, would 
be used to avoid tax.*** The divorce or separation must be under a court 
order or decree.® This would include an interlocutory decree.** A 
mere separation without a court decree will not suffice ; *** and even where 
a wife obtained from a court having no jurisdiction over legal separations 
a judgment of non-support and an order requiring the husband to pay 
her a weekly sum for her support and separate maintenance, the husband 
failed to obtain a deduction for amounts paid pursuant to the order.’** 

The second requirement, periodic payments, is discussed infra under 
the next heading. 

The third requirement, that the payments must be received subsequent 
to the decree, precludes the allowance to the husband of a deduction for 
alimony pendente lite,“® and by the same token such alimony is not taxable 
to the wife. Thus, if W sues for divorce and pending trial is awarded 


118 The test for deductibility and exclusion is different under Section 171(a) infra. 
See Reg. 111, Sec. 29.171-1, and Gornick, supra note 111, at 42. 

114 The difficulty of disproving the bona fides of an informal separation is «apparent. 
Gornick, supra note 111, at 40. Charles L. Brown, 7 T.C. No. 86 (1946). 

115 Reg. 111, Sec. 29.22(k)-1. Gornick, supra note 111, reasonably suggests that 
“decree” should include not only a court decree but also an act of a legislature dissolving 
a marriage. Presumably the Treasury will not collaterally attack the decree. If it did, 
the Tax Court, as Gornick, supra, points out (p. 40), would be transformed into a court 
of domestic relations. 

116 J.T. 3761, 1945 Cum. Butt. 76. 

117 Charles L. Brown, 7 T.C. No. 86 (1946) ; George D. Wick, 7 T.C. No. 88 (1946). 

118 Frank J. Kalchthaler, 7 T.C. 625 (1946). 

119 George D. Wick, 7 T.C. No. 88 (1946). 
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temporary alimony of $100 per week commencing June 1, 1946, and on 
October 1, 1946 a decree is entered wherein W is awarded $200 a week 
permanent alimony, the temporary alimony paid prior to the decree is not 
taxable to the wife or deductible by the husband.*” But if the husband 
defaults in payment of the temporary alimony and makes good the de- 
faulted payments after the decree, there is doubt as to whether the de- 
faulted payments would be taxable to the wife and deductible by the 
husband unless the decree specifically requires payment of the arrears of 
temporary alimony, since although such arrears are received subsequent 
to the decree, they are not, in the absence of a specific provision, received 
by virtue of it. 

The fourth requirement, that the payments must. be in discharge of, 
or attributable to property transferred in discharge of, a legal obligation 
arising out of the marital or family relationship, requires more extended 
discussion. The statutory language seems to be broader than the ap- 
plicable regulation or the committee reports on which it is based. The 
statute refers to “a legal obligation which, because of the marital or 
family relationship,’ is imposed,” etc. The regulation * and the com- 
mittee reports *** are narrower: They refer to a legal obligation which 
arises “out of the family or marital relationship in recognition of the 
general obligation to support.” (Italics supplied.) 

In view of the committee report and “he regulations, it may possibly be 
argued that where the periodic payments (in the aggregate) exceed 
amounts that would normally be required for the wife’s support, the 
excess is not in discharge of the support obligation, but rather constitutes 
a gift *** and that to such extent the payment is outside the scope of 
Section 22(k). That in an extreme case this may be the position of the 
Bureau is foreshadowed by a recent ruling **° which relates to gift rather 
than income tax. This ruling, which is discussed at length under the 
caption Lump Sum Settlements, holds—relying on the -doctrines of the 
Wemyss and Merrill cases——that a transfer of property pursuant to an 
agreement incident to a divorce or legal separation is made only for a full 
and adequate consideration in money or money’s worth to the extent that 


120 Reg. 111, Sec. 29.22(k)-1(a), Example 1. 

121 The word “family” is presumably included because of the fact ‘that where the wife 
receives a periodic lump sum for the support of herself and children, the entire payment 
is treated as her income. See discussion infra under E. Payments for the Support of 
Children. 

122 Reg. 111, Sec. 29.22(k)-1(a). 

123 H.R. Rep. No. 2333, 77th Cong., 2nd Sess. (1942) 72; Sen. Rep. No. 1631, 77th 
Cong., 2nd Sess. (1942) 84. 

124 Either in the colloquial sense or because it is for a consideration not reducible to 
money’s worth, ¢.g., relinquishment of survivorship rights. 

125 E.T. 19, Int. Rev. But. 46-16-12367. 
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it is made in satisfaction of support rights; to the extent that it is made 
in consideration of the relinquishment or promised relinquishment of 
survivorship rights, it is a gift. Application of the principle of this gift 
tax ruling to the income tax situation will not produce any real conflict 
between Section 22(b)(3), which excludes gifts received by the wife 
from her gross income,*** and: Section 22(k), which provides for the 
taxation to her of periodic alimony payments, provided we accept as a 
premise the view that payments bottomed on something other than the 
obligation to support are outside the scope of the latter subsection and 
constitute gifts. 

The regulations contain two examples which, on their face, at least, 
appear to be inconsistent with the gift tax ruling. In the first of these,’*’ 
W files suit for divorce and H thereafter, in consideration of W’s promise 
to relinquish all (italics supplied) marital rights and not to make public 
H’s financial affairs, agrees to pay W $200 per month for life if a final 
decree of divorce is granted without any provision for alimony. Accord- 
ingly, W requests no alimony and no provision is made for it in the final 
decree. The example states that payments made thereafter to W by H 
are taxable to W and deductible by H. In the other example ** H and W 
had entered into an antenuptial agreement under which in consideration 
of W’s relinquishing all marital rights, including dower, in H’s property, 
and to provide for W’s support and household expenses, H promised to 
pay W $200 per month for life. Ten years after the marriage W sued for 
divorce, but did not ask for or obtain alimony because of the provisions 
already made for her support in the antenuptial agreement. The divorce 
decree was silent as to such agreement and as to H’s obligation of support. 
The example correctly states that Section 22(k) does not apply to such a 
case, since the payments are not being made pursuant to a decree or a 
written instrument incident to the divorce.**® However, the example goes 
on to say that if the decree were modified so as to refer to the antenuptial 
agreement or if at the time of the divorce reference had been made to the 
antenuptial agreement in the decree or a written instrument incident 
thereto, Section 22(k) would apply and would require the inclusion in 
W’s income of the payments received by her after the decree. (H would 
obtain a corresponding deduction.) Neither example makes any point of 


126 However, income from property conveyed by gift is subject to tax. Irwin v. Gavit, 
268 U.S. 161 (1925). 

127 Reg. 111, Sec. 29.22(k)-1(a), Example 2. 

128 Reg. 111, Sec. 29.22(k)-1(a), Example’3. 

129 See infra under “fifth requirement.” As the example points out, if the payments to 
W had been made out of a trust created under the antenuptial agreement, they would be 
taxable to the wife regardless of whether they were referred to in the decree or a collateral 
instrument. This would be because of the provisions of Section 171 discussed infra. 
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the fact that W has surrendered something besides support rights, perhaps 
because the amount payable to W in each case is obviously not in excess 
of normal support. 

It hardly needs saying that the discharge of an obligation which does 
not arise out of the marital or family relationship is not within the 
statute. Thus, a payment in discharge of the husband’s obligation to 
repay his wife money loaned to him by her is not taxable to the wife or 
deductible by the husband, even though it is specifically provided for in 
the divorce decree as part of the general settlement between husband and 
wife.**° 

Similarly, if husband and wife own property jointly and as an incident 
to the divorce or separation a transfer is made of the jointly owned 
property to a trust, from which payments are to be made to the wife, that 
portion of the payments attributable to the wife’s interest in the securities 
transferred is taxable to her only to the extent that it is out of trust in- 
come as provided by Section 162; while that portion of the payments 
attributable to the husband’s interest in the securities transferred, which 
interest is transferred in discharge of his obligation, will be taxable to the 
wife in full, regardless of whether the payments are out of income or 
corpus of the trust.*™* 

Before we leave the topic of marital obligation, it seems in order to 
consider Section 3797(a) (17) which was added to the Code in 1942 as 
part of the alimony amendments. It reads: 

As used in sections 22(k), 23(u), 171, and the last sentence of section 
25(b) (3), if the husband and wife therein referred to are divorced, wherever 
appropriate to.the meaning of such sections, the term ‘wife’ shall be read 
‘former wife’ and the term ‘husband’ shall be read ‘former husband’; and, if 
the payments described in such sections are made by or on behalf of the wife 
or former wife to the husband or former husband instead of vice versa, wher- 


ever appropriate to the meaning of such sections, the term ‘husband’ shall be 
read ‘wife’ and the term ‘wife’ shall be.read ‘husband.’ 


It is apparent from the foregoing language that Congress envisaged a 
situation where the wife might be paying the husband “alimony.” *** 
There are some American jurisdictions where there is statutory authority 
for awarding alimony to a husband,*® so that the provision is not mean- 


180 Reg. 111, Sec. 29.22(k)-1(a). 

181 Reg. 111, Sec. 29.22(k)-1(b). The regulation goes on to provide that an attempt 
to avoid this rule by having the husband make a preliminary transfer of his interest in 
the jointly owned property to his wife would be ineffective. 

182 Gornick, supra note 111, at 48. 

188 27 C.J.S. 888. E.g., Massachusetts, Ohio, California, Oklahoma, Washington and 
Iowa. 
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ingless. In a recent case *** there was involved an agreement whereby 
payments were to be made by a wife to her ex-husband for his main- 
tenance; such payments were designated “alimony” in the agreement 
between the parties. Subsequently, the wife, after a second marriage, 
created a trust, part of the income of which was to be used to discharge 
her obligation under the above-mentioned agreement. She claimed, for 
1941—to which year the alimony amendments of 1942 were not ap- 
plicable—that she was not taxable on the trust income paid to her former 
husband. The court, in deciding against her, seemed to think the pay- 
ments were “alimony” or “in lieu of alimony” but held the wife taxable 
under the general rule established by Douglas v. Willcuts*** that the 
grantor of a trust is taxable on income of the trust used to discharge his 
obligations. The decision seems to be clearly right, since the wife had 
incurred a legally binding obligation,*** but it was apparently not in dis- 
charge of any obligation to pay her first husband “alimony” but rather 
the cost of buying him off.**’ If the wife owed her husband no obligation 
of support, the result should be the same under the 1942 amendments for 
the reason that the payments were not in discharge of a marital obligation. 

The fifth requirement, that the husband’s obligation must be imposed 
upon or incurred by him “or made specific ” *** under the decree or in a 
written instrument incident to the divorce or legal separation, has been 
discussed in passing in the preceding paragraphs. However, it merits 
some further discussion. It seems clear that if the agreement is entered 
into at the time the parties are contemplating legal separation or divorce 
and is intended to be part of the settlement reached by the parties, it 
need not be specifically referred to in the decree.’*® And this is true even 
where the laws of the jurisdiction issuing the decree do not allow or 
require the payment of alimony to a spouse who receives a divorce 
a vinculo, i.e., one which dissolves the marriage absolutely so that the 
parties may remarry.° In the Tuckie G. Hesse case ** involving such 





134 Elinor S. Sokol, 7 T.C. 567 (1946). 

185 206 U.S. 1 (1935). 

186 The court rejected the petitioner’s claim that the agreement with her first husband 
was void. 

187 Judge Harlan’s concluding sentence bears repetition here: “We can not refrain 
from expressing our regret at being called upon to give legal approval to a contract by 
which a man sufficiently well equipped physically to be an officer in the Coast Guard and 
sufficiently endowed mentally to engage in the real estate business in New York City 
continues to accept support for life from another man’s wife, but we can not permit our 
feelings in this regard to affect what appears to us to be a proper legal interpretation.” 

188 Reg. 111, Sec. 29.22(k)-1(a). 

189 The examples in the regulations, Sec. 29.22(k)-1, support this statement. 

140 E.g., Pennsylvania. The Pennsylvania laws do provide for alimony in divorce 
a mensa et thoro (from bed and board) ; i.e., a legal separation. 

1417 T.C. No. 84 (1946). 
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a situation the wife was taxable on the payments made to her under the 
agreement for her support. The husband, Frank M. Hesse,** received 
a corresponding deduction. 

Where the agreement is entered into long before the divorce and at a 
time when the parties are not contemplating divorce or legal separation, 
the payments ought to be treated as falling under Section 22(k) if the 
decree specifically confirms the husband’s obligations under the agreement. 
That this will be the accepted rule is indicated by the result in the Hesse 
cases where the agreement entered into just prior to the divorce was 
merely a continuation—with some modifications—of an agreement entered 
into by the spouses about a year and a half earlier at a time when they 
were living apart but did not contemplate a legal separation or divorce. 

We now turn to a consideration of the different types of alimony ** 
arrangements. 

B. Periodic Unfunded Alimony Payments. As previously indicated, 
alimony payments to be treated as provided in Section 22(k) must be 
periodic. The statute contains no definition of periodic. It does, however, 
specifically provide that payments need not be made at regular intervals to 
be periodic. It further specifically provides : 

. . . Installment payments discharging a part of an obligation the principal 
sum of which is, in terms of money or property, specified in the decree or 
instrument shall not be considered periodic payments for the purposes of this 
subsection ; except that an installment payment shall be considered a periodic 
payment for the purposes of this subsection if such principal sum, by the 
terms of the decree or instrument, may be or is to be paid within a period 
ending more than 10 years from the date of such decree or instrument, but 
only to the extent that such installment payment for the taxable year of the 
wife (or if more than one such installment payment for such taxable year is 
received during such taxable year, the aggregate of such installment pay- 
ments) does not exceed 10 per centum of such principal sum. For the pur- 
poses of the preceding sentence, the portion of a payment of the principal 
sum which is allocable to a period after the taxable year of the wife in which 
it is received shall be considered an installment payment for the taxable year 
in which it is received. (In cases where such periodic payments are at- 
tributable to property of an estate or property held in trust, see section 
171(b).) 

The language limiting the application of Section 22(k) to periodic 
alimony was probably inspired by the thought that if the husband's obliga- 
tion to the wife were discharged by the payment of a large lump sum or a 
series of payments of a specified lump sum (whether in money or 


142 Frank M. Hesse, T.C. Memo. Dkt. 9586, P-H {46,218 (1946). Frank received a 
deduction not only for the payments to Tuckie but for payments to a second ex-wife, Edith. 

143 The term “alimony” includes payments “in the nature of or in lieu of alimony or an 
allowance for support as between spouses.” Reg. 111, Sec. 29.22(k)-1(a). 
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property) over a relatively brief period of time, the graduated surtax rates 
would so deplete the amount available to the spouse receiving the pay- 
ment that the benefit of it would be materially lessened. Moreover, where 
a large lump sum payment is made, it is frequently anticipated that the 
income from the payment, rather than the payment itself, will be used to 
maintain the receiving spouse, and she would, of course, be taxed on that 
income apart from the provisions of Section 22(k). 

The excepting clause of the quoted language permits payments in 
discharge of an obligation to pay a specified lump sum to qualify as 
periodic under certain circumstances and subject to a limitation herein- 
after mentioned. The payments will so qualify, if under the terms of the 
decree or written instrument, the principal sum may be or is to be paid 
within a period ending more than ten years from the date of such decree 
or instrument. The limitation is that the amount of such payments which 
may be considered periodic during the taxable year of the wife in which 
received by her must not exceed 10% of the principal sum; but this 
limitation applies only to payments made on schedule or in advance; with 
respect to delinquent installment payments which were due in a prior year 
but are received in the current taxable year of the wife, the limitation 
does not apply. It should be noted that the payments, subject to the limi- 
tation, will qualify as periodic if the principal sum may be paid over a 
period extending beyond ten years. Accordingly, where the husband is 
given the right to stretch the payments out over that period, they will be 
treated as periodic, subject to the limitation, even if he in fact pays them 
in a shorter period, or even in a single lump sum. However, if payment in 
a lump sum is really contemplated, and the provisions of the decree or 
instrument giving the husband an option to pay over the prescribed 
period are inserted merely to make the wife taxable on 10% of the pay- 
ment and to give the husband a corresponding deduction, the device may 
not succeed. 

It should further be noted that the ten-year period runs from the date 
of the decree or instrument. Accordingly, in a case where an instrument 
incident to the divorce antedates the decree, the period should run, not 
from the date of the decree, but from the date of the instrument. 

The garden variety of alimony payment, that is, a specific sum per 
week, month or quarter, payable over the life of the wife or the husband 
or until the wife’s remarriage or until some other contingency, the time 
of occurrence of which is not certain, will always be treated as periodic. 

The ‘following examples will serve to illustrate the application of the 
foregoing rules.*** In each case it will be assumed that the agreement in 


144 For other examples, see Reg. 111, Sec. 29.22(k)-1(c). 
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question is incident to the divorce or separation, and the problem dis- 
cussed above of whether any part of the payment should be allocated to 
the relinquishment of survivorship rights is ignored. 

1. H agrees to pay W $100 per week for a period of ten years certain, 
i.e., her estate is to receive the payments if she dies within that period. 
Such payments do not appear to be periodic, since there is an obligation 
to pay a specified principal sum ($52,000) which is definitely to be paid 
within a period of not more than ten years. 

2. H agrees to pay W $100 per month for 150 months, but if she dies 
or remarries within that period, his obligation ceases. H anticipates his 
obligation by paying $2,000 in the wife’s first taxable year. The entire 
$2,000 should be treated as periodic. The 10% limitation under which 
only $1,500 would be treated as periodic should not apply for the reason 
that the precise amount which H will have to pay (in the aggregate) is 
uncertain. 

3. H agrees to pay W $200,000 as follows: $50,000 immediately after 
the decree and $10,000 each year thereafter. (If W dies before the pay- 
ments have been completed, her estate will receive them.) In the first 
taxable year of the wife she received $60,000. In the second year the 
husband partially defaulted by paying only $5,000. In the third year he 
makes good the $5,000 default and in addition pays not only the $10,000 
due in the third year but the $20,000 due in the fourth and fifth years. 
The results appear to be as follows: In the first year the amount treated 
as periodic is limited to $20,000 (10% of the principal amount). In the 
second year the entire $5,000 received by the wife is periodic. In the 
third year $25,000 of the $35,000 paid to the wife will be treated as 
periodic. The delinquent payment of $5,000 is not affected by the 10% 
limitation, but the current and advance payments are and are thus limited 
to $20,000. H should in each case receive a deduction equal to the amount 
taxable to the wife. 

4. H and W separate informally on May 1, 1946 and, contemplating 
divorce, enter into a written agreement on that date whereby W will re- 
ceive monthly payments beginning May 1, 1946 for her support at the 
rate of $10,000 per annum. The agreement further provides that W will 
continue to receive $10,000 per annum for ten years certain following the 
divorce. On October 1, 1946 the parties are finally divorced. The pay- 
ments after the decree, if made according to schedule, should be taxable 
to the wife and deductible by the husband in full, notwithstanding that 
they will be paid in a period of not more than ten years following the 
divorce, since they will be paid in a period of more than ten years follow- 
ing the date of the written instrument incident to the divorce. 


2 
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C. Alimony Trusts, Annuities and Life Insurance. In the case of 
unfunded periodic payments the amount taxable to the wife and the 
amount deductible by the husband will equal each other. However, in the 
case of funded periodic alimony payments, that is, payments which, 
whether income or principal, stem from property transferred by the 
husband, the wife will have to include in gross income the entire amount 
received by her, but the husband will not be entitled to a corresponding 
deduction. He will, however, be entitled to exclude from his gross in- 
come, income paid to the wife from the property transferred. In so far 
as income from the property transferred is concerned, the rule is fair 
enough: The income that would, in the absence of Section 22(k) have 
been taxed to the husband is now taxed to the wife. But, in so far as the 
rule fails to allow the husband a deduction for capital (principal) paid 
to the wife which is taxable to her, it is inequitable. This becomes ap- 
parent from consideration of the two following examples: 

1. H is obligated to pay his divorced wife $500 a month for the rest 
of her life. H is entitled to deduct these payments. 

2. H in satisfaction of an obligation to pay his divorced wife $500 a 
month for the rest of her life purchases for the wife an annuity of $500 
per month paying $50,000 therefor. H obtains no deduction for any part 
of the $50,000. Despite this fact, the wife will, as in Example 1, be 
taxable on the $500 per month received by her. In the absence of Section 
22(k) the husband would have been taxed on only $1,500 (3% of 
$50,000) under Section 22(b) (2),*** and the wife would not have been 
taxable on anything. Hence, the purchase: of the annuity results in the 
couple’s being taxable on $4,500 more annually than they otherwise would 
have been.** 

The same rules applies where the husband transfers property in trust, 
the wife to be paid $500 per month during her life out of the trust income, 
if sufficient, but out of the principal, if necessary. In such a situation, 
to the extent that the payments are out of principal,’*’ the parties are 
paying tax on more than the income actually received by them, viewing 
them as a unit.*** 


145 Section 22(b)(2) was amended by the 1942 Act to provide that that section and 
section 22(b)(1) “shall not apply with respect to so much of a payment under a life 
insurance, endowment, or annuity contract, or any interest therein, as under section 
22(k), is includible in [the wife’s] gross income.” See also Reg. 111, Sec. 29.22(b) (1)-1 
and also 22(b) (2)-1, 2, 4. 

146 Presumably the wife would not be taxed with more than $1,500 annually if she 
had purchased the annuity with $50,000 paid to her by the husband with a recommendation 
by him that she invest it in an annuity. 

147 Or out of accumulations of income which have already been taxed. 

148 See Gornick, supra note 111, at 44. A similar result may be reached with respect 
to tax-exempt income, ¢.g., interest on municipal bonds which, if received directly by 














1947] MARRIAGE, DIVORCE AND TAXES 153 


Where an annuity is purchased in part by the husband and in part by 
the wife (out of her separate funds), that portion of the annuity pur- 
chased by the husband’s contribution is taxable in full, and that part 
purchased by the wife’s contribution is taxable under the provisions of 
Section 22(b)(2), like other annuities, that is, 3% of the wife’s con- 
tribution would be taxable, and the remainder would be treated as a return 
of capital until the wife’s investment is recovered, after which the entire 
amount attributable to her contribution becomes income.**® 

The rule with respect to periodic payments of annuities applies also to 
periodic payments under a life insurance or endowment contract.** Here, 
however, the problem becomes much more difficult. Some examples will 
demonstrate the nature of the problem. In the following examples it is 
assumed that the transfer has been made pursuant to the decree or 
written instrument, and again the question of whether any part of the 
transfer is in consideration of the surrender or promised surrender of 
survivorship rights is ignored. 

(1) The husband transfers a paid-up life insurance policy or endow- 
ment policy to his wife which she is free to do with as she pleases. It 
seems to the writer that this transfer is a payment in discharge of a 
specified principal sum (expressed in terms of property). Hence, it is 
not a periodic payment, and accordingly the value of the policy ought 
not to be income to the wife or deductible by the husband. It should 
make no difference that the policy itself may become payable in a period 
of more than ten years, for that circumstance, apart from the longevity 
of the husband, is something which is within the exclusive control of the 
wife. As to her, the policy is no different from any other type of invest- 
ment which may increase in value with the passage of time, ¢.g., a 
remainder interest in real estate. So far as the husband is concerned, his 
obligation with respect to the policy is completely satisfied at the moment 
of transfer. At first blush the situation seems analogous to that of the 
purchased annuity: The husband has parted with a specific sum which 
may be paid to the wife over a period extending for more than ten years 
from the requisite date. However, on reflection a distinction appears. In 
the case of the purchased annuity the wife has no choice as to when 
realization occurs: She receives her annuity check each month (or other 
period) as long as she lives (or for the specified period of more than ten 
years).*** In the case of a complete disposition of a life insurance policy, 


one of the parties, would not be subject to tax, whereas if received as. periodic alimony 
perhaps becomes taxable. 

149 Reg. 111, Sec. 29.22(b) (2)-4. 

180 [bid. 

151 Where the wife has the right to assign or cash in the annuity contract, the proceeds 
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the choice thereafter as to the time of realization is the wife’s. She may 
cash it in, sell it and otherwise treat it the same as any other property 
which she owns. Thus, the transfer of the policy stands on the same 
footing as the transfer of a share of stock or a bond. When the husband 
dies, the amount received by the wife is not an amount which is paid to her 
in discharge of the husband’s obligation to support, but rather the result 
of her own decision to retain the policy as an investment. If the transac- 
tion be viewed in this posture, any enhancement in value of the policy 
over its cost to the husband should be taxed to him as of the date of 
transfer to the wife under the doctrine of the Mesta case; **’ and the wife 
as a transferee for a consideration may be subject to income tax on the 
difference between the proceeds of the policy and its value when received 
by her.** 

(2) If we vary the facts in Example (1) so that the policy transferred 
is not a paid-up policy but one on which future premiums are contem- 
plated, the answer should be the same if the husband is under no obliga- 
tion to make further premium payments. Again the further disposition 
of the policy is within the individual control of the wife, and the proceeds 
of the policy are received by her, not in discharge of the husband’s 
obligation to support, but as a result of the wife’s continued investment 
in the policy. 

(3) Where the retention of the policy by or for the benefit of the wife 
is obligatory on her and/or where the husband is obligated to pay future 
premiums, the result should be different. In such a case the amount 
received by the wife when the policy matures is received in discharge of 
the husband’s obligation rather than as a result of the wife’s choice of 
investment.*** The premium payments themselves are not periodic pay- 
ments since they are not received by the wife. Since the payments to be 
received by the wife from the insurance company may be received by her 
gver a period extending more than ten years from the requisite date, the 
insurance proceeds would seem to constitute a periodic payment. If the 
insurance were payable in a lump sum, the amount includible in the wife’s 
income would be limited to 10% of the face amount of the policy, or 


of such a disposition do not seem to be in discharge of the husband’s obligation—that 
was previously discharged by the purchase of the annuity. Where the decree or agreement 
calls for the purchase by the husband of an annuity, a fair argument can be made for the 
view that the annuity does not represent a periodic payment for the reason that the 
purchase of the annuity itself constituted a dischatge of a specific obligation payable in 
property. 

152 Comm’r v. Mesta, 123 F. (2d) 986 (C.C.A. 3d, 1941), cert. denied 316 U.S. 695 
(1942), discussed infra note 190. 

158 Reg, 111, Sec. 29.22(b) (2)-3. Cf. Alcy S. Hacker, 36 B.T.A. 659 (1937). 

164 Reg. 111, Sec. 29.22(b)(1)-1 indicates that the insurance proceeds would be 
taxable to the wife, but the regulation fails to mention the effect of the 10% limitation. 
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if the insurance were payable in installments, the amount includible each 
year could not exceed 10% of the principal sum.*** 

There are also gift and estate tax points to be considered. If the policy 
has been transferred or premium payments have been made in discharge 
of the husband’s support obligation, there ought not to be any gift tax; *** 
nor should there be any estate tax for the reason that, although the 
husband has paid the premiums directly or indirectly, the penultimate 
sentence of Section 811(g)(2) provides that if the decedent transferred 
the policy, the amount of premiums paid by him directly or indirectly 
“shall be reduced by an amount which bears the same ratio to the amount 
paid directly or indirectly by the decedent as the consideration in money 
or money’s worth received by the decedent for the transfer bears to the 
value of the policy at the time of the transfer.” The Bureau having ruled 
that a relinquishment of support rights constitutes money’s worth,’ the 
quoted language should have the effect of excluding the entire insurance 
proceeds from the husband’s gross estate. 

In view of the confusing and illogical, and at times inequitable, treat- 
ment of alimony payments stemming from annuities, life insurance and 
endowment contracts, such devices should ordinarily be eschewed. In 
most cases the desired results can be approximated by substituting alter- 
native methods. For example, if it was originally contemplated by the 
parties that the wife should have insurance on her husband’s life and 
that the husband should pay the premiums, it is a simple matter to in- 
crease the periodic payments to the wife and trust her to take out her own 
policy or to continue payments on a pre-existing policy transferred to 
her.” 

It has been pointed out above that Section 22(k) becomes applicable 
only where alimony payments are made pursuant to a decree or a written 
instrument incident to the separation or divorce. However, the 1942 
amendments also gave relief to separated or divorced husbands who had 
created trusts for their wives in discharge or partial discharge of the 
obligation to support, which trusts are not provided for in the decree or 
by any written instrument incident thereto. The first sentence of Section 
17i(a)** reads: 


There shall be included in the gross income of a wife who is divorced or 
legally separated under a decree of divorce or of separate maintenance the 
amount of the income of any trust which such wife is entitled to receive and 


155 See Gornick, supra note 111, at 47, especially n. 74. 

156 F.T. 19, Int. Rev. Butz. 46-16-12367. 

157 E.T. 19, Int. Rev. Buty. 46-16-12367. 

158 Where there is no pre-existing policy and the husband is uninsurable, or where the 
husband desires to be certain that the policy will be kept up, this alternative is not open. 

159 Added to the Code by the Revenue Act of 1942. 
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which, except for the provisions of this section, would be includible in the 
gross income of her husband, and such amount shall not, despite section 166, 
section 167, or any other provision of this chapter, be includible in the gross 
income of such husband. . . .1®° 
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Under the law applicable to the period previous to the effective date 
of the above quoted provision ** it had been held by the courts that the 
income from an alimony trust created by a husband for the support of his 
divorced wife was taxable to the husband if his obligation to support 
survived the divorce either as a consequence of local law*® or as a 
consequence of his own voluntary contract.** This .result was reached 
under the broad definition of income in Section 22(a). Even absent this 
surviving obligation the husband could be held taxable upon the income 
from the alimony trust if it fell within the provisions of (1) Section 166, 
relating to situations where the grantor actually or constructively has the 
right to revest property in himself; (2) Section 167, relating to trusts 
where the income is or may be distributed to or accumulated for the 
benefit of the grantor; or (3) Section 22(a) under which the income 
may be taxed to the grantor if he retains sufficient control to justify 
treating him as the owner of the trust property.*** Since the 1942 amend- 
ments these decisions no longer control the tax incidence of alimony trusts. 
Instead, as a result of Section 171(a) taken in conjunction with Section 
22(k), the income of all alimony trusts is taxable to the wife ** and not 
to the husband. It will be noted that, as is the case under Section 22(k), 
Section 171(a) is applicable only where the wife is divorced or legally 
separated under a decree. 

There are important, differences in the incidence of tax under the two 
sections. As already mentioned, under Section 22(k) all the periodic 
payments attributable to property in trust are required to be included in 
the wife’s gross income whether or not such payments are made out of 
trust income, whereas under Section 171(a) such payments would be 
taxable to the wife only to the extent that they were out of income 
determined under the provisions of Section 162.’ 


160 The remainder of Section 171(a) relating to payments for the support of minor 
children is quoted infra under E. Payments for the Support of Children. 

161 The law for the period prior to 1942 is well summarized and the incongruities, in- 
equities and differences are pointed out in Gornick, supra note 111, at 29-36. 

162 Helvering v. Fitch, 309 U.S. 149 (1940); Helvering v. Fuller, 310 U.S. 69 (1940). 

163 Helvering v. Leonard, 310 U.S. 80 (1940). 

164 Helvering v. Clifford, 309 U.S. 331 (1940). 

165 Except, of course, as to income not payable to the wife. 

166 Reg. 111, Sec. 29.171-1(a): Section 171 applies to trusts created before the divorce 
or separation and not in contemplation of it, while Section 22(k) applies only if “the 
creation of the trust or payments by a previously created trust are in discharge of a legal 
obligation imposed upon or assumed by the husband (or made specific) under the court 
decree or an instrument incident to the divorce or legal separation.” 
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So far as the trustee is concerned, it makes no difference whether the 
trust is one covered by Section 22(k) or 171(a) for the reason that 
Section 171(b) provides: 

For the purposes of computing the net income of the estate or trust and 
the net income of the wife described in section 22(k) or subsection (a) of 
this section, such wife shall be considered as the beneficiary specified in this 
supplement. A periodic payment under section 22(k) to any part of which 
the provisions of this supplement are applicable shall be included in the gross 
income of the beneficiary in the taxable year in which under this supplement 
such part is required to be included. 


This provision which requires the beneficiary of a Section 171(a) trust 
to report income in the same way as the beneficiary of any other trust, 
that is, under the provisions of Sections 162, 163 and 164, also has the 
effect of requiring the beneficiary of a Section 22(k) trust to report 
periodic payments received by her in the same year as she would be 
required to report them under Sections 162 and 164, that is, the year in 
which paid, credited or distributable, dependent upon the terms of the 
trust instrument.**’ Absent'the last sentence of Section 171(b) the wife 
would be required to report the periodic payments in the year received by 
her rather than the year in which paid, credited or distributable. 

The application of Section 171 is shown by the following examples : *** 

(1) H, while living amicably with his wife, sets up a trust the income 
from which is to be used for her support. Years later the parties are 
divorced. No mention of the trust is made in the divorce decree. Under 
local law the divorced husband has a continuing obligation to support his 
wife. This case is not covered by Section 22(k), as the payments are not 
made pursuant to the decree or an instrument incident thereto. Were it 
not for Section 171(a) the income would be taxable to H because of his 
continuing obligation of support.*® Section 171(a) relieves the husband 
of tax on the income and makes such income taxable to the wife. 

(2) The facts are the same as in Example (1) except that the trustee, 
who has no adverse interest, has the right to terminate the trust, in 
which case one-half the property is to go to W and the other half to 
revert to H. Further, under local law the divorced husband has no con- 
tinuing obligation to support his wife. Here, were it not for Section 
171(a), the husband would be taxed on one-half the trust income because 
of his indirect retention of the right to revoke the trust as to half. 


167 Reg. 111, Sec. 29.22(k)-1(a). There is a cross-reference in the last parenthetical 
sentence of Section 22(k) to Section 171(b). As to the time when trust beneficiaries 
are required to support trust income, see Rabkin and Johnson, Trust and Beneficiary under 
the Income Tax (1946) 1 Tax L. Rev. 117. 

168 Reg. 111, Sec. 29.171-1, 2, contains similar examples. 

169 Supra note 166. 
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Section 171(a) operates to make the wife taxable on the entire income 
of the trust rather than on merely one-half. If at a later date T should 
terminate the trust and transfer one-half the property to W, such transfer 
would not be income to W, nor deductible by H. For estate tax purposes 
on the death of H if the trust had not been terminated, one-half the corpus 
would be includible in his gross estate. 

D. Lump Sum Settlements. As the term implies, a lump sum settle- 
ment is not a periodic payment. The discussion under the headings of 
Periodic Payments and Alimony in General leaves two matters which 
require further comment. One is the recent gift tax ruling *” relating to 
transfers of property incident to a divorce or separation; the other is the 
possibility that the husband in a lump sum settlement may incur liability 
for income tax with respect to property transferred to the wife which has 
appreciated in value. To some degree the two are intertwined. The 
syllabus of the gift tax ruling reads: 


Transfers of property pursuant to an agreement incident to divorce or legal 
separation are not made for an adequate and full consideration in money or 
money’s worth to the extent that they are made in consideration of a 
relinquishment or promised relinquishment of dower, curtesy, or of a 
statutory estate created in lieu of dower or curtesy, or other marital rights in 
the transferor’s property or estate; to the extent that the transfers are made 
in satisfaction of support rights the transfers are held to be for an adequate 
and full consideration. The value of relinquished support rights shall be 
ascertained on the basis of the facts and circumstances of each individual case. 


The Bureau’s conclusions appear to be based on the following 


syllogisms : 

(1) The gift tax is supplementary to the estate tax* and in the 
absence of compelling reasons, the same words in the two laws should 
be given the same construction.*”* Section 812(b) (estate tax) provides 
that a relinquishment of “dower, curtesy, or of a statutory estate created 
in lieu of dower or curtesy, or of other marital rights in the decedent’s 
property or estate, shall not be considered to any extent a consideration in 
‘money or money’s worth.’” (Italics supplied.) Support rights are not 
one of the “other marital rights” contemplated by Section 812(b).*” 
Hence the surrender of support rights is a consideration in money or 
money’s worth within the meaning of Section 1002 (gift tax), and a 


170 F.T. 19, Int. Rev. Butt. 46-16-12367. 

171 “The two are in pari materia and must be construed together.” Estate of Sanford 
v. Comm’r, 308 U.S. 39, 44 (1939). 

172 Merrill v. Fahs, 324 U.S. 308 (1945). 

178 This premise is subject to attack. See Comm’r v. Maresi, 156 F. (2d) 929 (C.C.A. 
2d, 1946), aff’g 6 T.C. 583, and discussion infra. 
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transfer of property to the extent that it is in exchange for such con- 
sideration is not subject to gift tax.*™* 

(2) The gift tax is supplementary to the estate tax. It taxes inter vivos 
transfers which deplete the estate that the donor would otherwise have 
had at death. (Therefore taxability of non-commercial transactions is 
determined by the absence of financial benefit to the transferor.) *** The 
fulfillment of the husband’s obligation to support a divorced wife during 
their joint lives or until the divorced wife remarries is merely the 
liquidation of an obligation, the satisfaction of which does not deplete 
the husband’s estate to any greater extent than the payment of other 
existing legal obligations. In other words, if the husband by periodic 
payments had supported his ex-wife until he died or she remarried, such 
payments would not be subject to estate tax. Hence, a transfer in lieu 
of such payments should not be subject to gift tax. On the other hand, 
a transfer of what would otherwise be subject to death duty, should be 
subjected to gift tax. 

This reasoning is persuasive, even though it may result in considerable 
administrative difficulty in separating a transfer into that part which 
represents compensation for surrender of support rights and that part 
which represents compensation for the surrender of other rights. On this 
question the ruling states: 


The establishment of a reasonable allocation is regarded as a proper matter 
for administrative determination by the Bureau in the absence of a reasonable 
allocation or segregation by the parties. In making this determination the 
facts and circumstances of each case will be separately considered. Elements 
to be considered are the amount of the husband’s annual income, the extent 
of his assets, also the life expectancies of the parties and the probability of 
the wife’s remarriage, alimony almost universally being limited to such periods. 
An agreement of the parties may provide for payments extending beyond the 
period of their joint lives. The required allocation in such a case will involve 
a determination of the question whether the aggregate amounts paid and 
payable exceed normal support rights, which ordinarily would terminate upon 
the death of the husband. The contingency of the wife’s remarriage may be 
measured by actuarial standards. (Commissioner v. State Street Trust Co. 
(C.C.A. 1, 1942), 128 Fed. (2d), 618; Brotherhood v. Pinkston, 293 U.S., 
96 (1934); Commissioner v. Marjorie D. Maresi, Executrix (C.C.A. 2), 
July 8, 1946, affirming Estate of P. M. Maresi, 6 T.C., No. 74.) 

With respect to the payment of the wife’s counsel fees by the husband, the 
taxability as a gift of such payment is governed by whether the obligation is 


114 The ruling states that Meyer’s Estate v. Comm’r, 110 F. (2d) 367 (C.C.A. 2d, 
1940), cert. denied 310 U.S. 651 (1940), and Helvering v. U.S. Trust Co., 111 F. (2d) 576 
(C.C.A. 2d, 1940), cert. denied 311 U.S. 678 (1940), “will no longer be followed to the 
extent that they hold that the right of a divorced wife to support from a former husband 
during the joint lives of the parties is a marital right in his property or estate.” 

175 Comm’r v. Wemyss, 324 U.S. 303 (1945). 
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that of the husband or of the wife. To the extent that the husband is under 
obligation to pay the wife’s legal fees in divorce or legal separation, the pay- 
ments therefor are not taxable as gifts.’”® 


It will be noted that one of the premises of the ruling is that support 
rights are not one of the “other marital rights in the decedent’s property” 
contemplated by the last sentence of Section 812(b) (estate tax). Thus 
far the courts have refused to accept this premise wholeheartedly, and 
before they do they will have to reverse some of their past decisions hold- 
ing that the husband’s estate is not entitled to a deduction for amounts 
claimed by a divorced wife of the decedent under an agreement made by 
him in his lifetime. It will be recalled that claims against the estate which 
are founded on a promise or agreement are deductible only if “contracted 
bona fide and for an adequate and full consideration in money or money’s 
worth,” and that a relinquishment of dower, curtesy, or statutory estate 
in lieu of either, or “other marital rights in the decedent’s property or 
estate” is not such a consideration. The Court of Appeals for the Second 
Circuit has three times *"" decided that the last quoted words do include a 
wife’s right to support during her husband’s life, and that, therefore, “a 
claim based upon an agreement by which a wife relinquishes that right 
in consideration of sums, payable in whole or in part at or after his death, 
is not deductible from his gross estate.’ *"* Nevertheless, in the recent 
Maresi case,’ the same court, following the rulings of two other 
circuits,**° allowed a deduction where the agreement of the parties was 
incorporated in the divorce decree by reference. The theory of the 
distinction is that the agreement by receiving the sanction of the divorce 
court becomes the pronouncement of that court; the claim then ceases 
to be “founded upon a promise or agreement” and is founded instead 
upon the edict of the divorce court even where that court did no more than 
accept the allowances actually agreed upon by the parties. Judge Learned 


176 Presumably the payment of such fees by the husband does not constitute income to 
the wife. 

177 Meyer’s Estate v. Comm’r, 110 F. (2d) 367 (C.C.A. 2d, 1940), cert. denied 310 
U.S. 651 (1940); Helvering v. U.S. Trust Co., 111 F. (2d) 576 (C.C.A. 2d, 1940), cert. 
denied 311 U.S. 678 (1940) ; Adriance v. Higgins, 113 F. (2d) 1013 (C.C.A. 2d, 1940). 
See the discussion in 1 Paut, FeperaL Estate AND Girt TAXATION (1942) 610. Judge 
Learned Hand’s dissent in the Meyer case is persuasive. 

178 Comm’r v. Maresi, 156 F. (2d) 929, 930 (C.C.A. 2d, 1946). 

179 Jbid, There was also involved in the Maresi case, the calculation of the amount of 
the deduction in view of the fact that the payments to the divorced wife were to cease 
upon her remarriage. On this point the Tax Court accepted actuarial tables showing the 
probability that a widow of a certain age would remarry, and the appellate court refused 
to upset the Tax Court's action. 

180 Comm’r v. State Street Trust Co., 128 F. (2d) 618 (C.C.A. Ist, 1942) ; Comm’r v. 
Swink Estate, 155 F. (2d) 723 (C.C.A. 4th, 1946), aff’g T.C. Memo. Dkt. 6248, P-H 


1 45,169 (1945). 
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Hand, whose predilections in the matter are indicated by his persuasive 
dissent in the Meyer case *** (in which he favored allowance of a claim 
which did not have the specific sanction of the divorce court), thought 
that at “first blush the distinction may seem a little formal, but on con- 
sideration it appears to be sound.” *** It is respectfully submitted that 
the distinction is not sound. It is purely one of form and while there are, 
of course, occasions where form must be vital, this is certainly not one of 
them.*** At any rate, the Maresi case points a way out of the dilemma: 
Incorporate the agreement in the divorce court’s decree where that is 
possible. 

E. T. 19 is apparently the culmination of a series of recent defeats 
suffered by the Commissioner in Tax Court cases in which he sought to 
subject the husband to gift tax on transfers incident to a divorce. In the 
first of these,*** decided before the Supreme Court decisions in the Merrill 
and Wemyss cases, the court refused to sustain a tax on a transfer of 
approximately $222,000 by a husband whose income averaged $110,000 
a year. Although some of the reasoning of the court is repudiated by 
what the Supreme Court later said in the Merrill and Wemyss cases, the 
result is still correct, the court having in effect found that the entire 
transfer was in settlement of the wife’s right to maintenance and support. 
In some of the later cases *** there are statements about the absence of 
donative intent and the arm’s length character of the settlement which 
do not reconcile easily with the opinions of the Supreme Court in the 
Merrill and Wemyss cases, but each of the cases may be supported on 
the ground that what was transferred represented compensation merely for 
the surrender of support rights. In its latest decisions the Tax Court 
indicates pretty clearly that it understands the test to be whether the 
transfer is for anything more than the discharge of the husband’s obliga- 
tion of support. For example, in the Mitchell case *** the court says: 


. The duty of a husband to provide his wife with support and main- 
tenance is not dependent upon contract or the ownership of property. It is a 


181 Meyer’s Estate v. Comm’r, 110 F. (2d) 367 (C.C.A. 2d, 1940), cert. denied 310 
U.S. 651 (1940). Judge Learned Hand also wrote the opinion in the U.S. Trust Co. case, 
111 F. (2d) 576 (C.C.A. 2d, 1940), cert. denied 311 U.S. 678 (1940), but failed to make 
any point of the fact that the trust involved in that case was established pursuant to the 
option contained in an agreement which was ratified by the divorce court. 

182 Comm’r v. Maresi, 156 F. (2d) 929, 931 (C.C.A. 2d, 1946). 

183] Pau, FepeRAL Estate AND Girt TAXATION (1942) 610, seems to think correction 
by Congress may be necessary, but it seems to the writer that the statute is easily 
susceptible of the interpretation given it by the Bureau in E.T. 19. 

184 Herbert Jones, 1 T.C. 1207 (1943), aff'd C.C.A. 7th, May 2, 1944. 

185 Edmund C. Converse, 5 T.C. 1014 (1945) ; Matthew Lahti, 6 T.C. 7 (1946) ; Clarence 
B. Mitchell, 6 T.C. 159 (1946) ; Estate of Julien H. Hill, T.C. Memo. Dkt. 7483, P-H 
1 46,028 (1946) ; Lewis C. Ledyard, 3rd, T.C. Memo. Dkt. 5766, P-H {| 46,071 (1946). 

186 Clarence B. Mitchell, 6 T.C. 159, 164-165 (1946). 
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public duty owed to the state, as well as the wife, with criminal sanctions 
frequently imposed by statute for violation. By obtaining the discharge of this 
legal obligation, the petitioner was relieved of making continuing cash ex- 
penditures for years to come. This, in our opinion, constitutes consideration 
in money or money’s worth within the meaning of the statute . . . and in no 
sense represents a gift. 

And in the Ledyard case,*** where a husband, who owned about 
$534,000 worth of stocks and bonds, whose annual income averaged 
about $45,000, and who had prospects of realizing additional income 
through inheritance, agreed to pay the wife $9,000 annually and in addi- 
tion transferred to her $228,000 worth of securities, the court, in 
rejecting the government’s position that the transfer of securities was 
a gift, said: 

. . . Our best judgment is, however, that the securities transferred and the 
monthly payments, and not the monthly payments alone, constituted the con- 
sideration paid by the petitioner for the relinquishment by the wife of her 
marital right to support and maintenance. It follows, and we hold, that the 
respondent erred in treating the value of the securities transferred as a 
taxable gift... . 


E. T. 19 states that the establishment of a reasonable allocation of a 
transfer between support rights and other rights is an administrative 
problem “in the absence of a reasonable allocation or segregation by the 
parties.” Since in most jurisdictions a divorced spouse forfeits survivor- 
ship rights in the other spouse’s property,*** it ought to be presumed, in 
the absence of evidence to the contrary, that where the transfer is by the 
husband it is solely for surrender of support rights and hence not taxable. 
That this is likely to be the result is indicated by the Tax Court’s deci- 
sions mentioned above. On the other hand, where the transfer is by the 
wife, who owes no duty of support to her husband, the entire amount 
should be taxable. 

There remains for discussion under the caption of Lump Sum Settle- 
ments the effect, income-tax-wise, of transferring in a separation or 
divorce settlement property which has a present value greater (or less) 
than its cost (or other basis) to the transferor. It is an established rule 
of tax law that a transfer by a debtor of property which has appreciated 
in value, in satisfaction of the debtor’s obligation, has the effect of a sale, 
and the debtor will be taxed as if he had sold the property for its present 


187 Lewis C. Ledyard, 3rd, T.C. Memo. Dkt. 5766, P-H { 46,071 (1946). 

188 Except in the Jones case no point seems to have been made of the fact that in most 
jurisdictions a divorce forfeits the survivorship rights of the divorced spouse in the 
other spouse’s property, although this would not be true of a legal separation. WARREN, 
ScHouter Divorce MANvAL (1944) 267. 
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value.**® The Tax Court has refused to apply this rule where the obliga- 
tion being satisfied was—at least in part—the husband’s obligation of 
support, but has been reversed by appellate courts.**? Thus, if H, as part 
of the divorce settlement transfers to W, solely in discharge of his obliga- 
tion to support, shares of stock now worth $100,000 which cost H 
$20,000, it will be held that the transfer results in a gain of $80,000 to H. 
(If the shares are capital assets and have beer held for more than six 
months, the maximum tax to H under existing law would be $20,000 
(25% of $80,000). See Section 117(c).) The result in the appellate 
courts is consistent with the later gift tax decisions of the Tax Court, 
supra. 

Assuming the validity of E. T. 19, where the transfer is in part for 
the surrender of survivorship rights and in part for the extinction of a 
support obligation, it would seem to be proper to treat the transaction as 
part sale and part gift and to tax only that portion of the appreciation 
which the value of the sale bears to the total value of the property trans- 
ferred. Where appreciated property is transferred, not to the divorced 
wife, but to a trust, the income of which is to be paid to such wife, the 
husband should not be charged with taxable gain, for in such a situation 
it is merely the income from the appreciated property rather than the 
property itself which is being used to discharge the husband’s obligation. 
The transferred property, depending upon the terms of the trust, will 
either revert to the grantor or pass ultimately to others as a gift; in either 
case there is no realization of gain. 

‘E. Payments for the Support of Children. In the foregoing discussion 
it has been assumed that the couple have no children, or that if they have 
children, the trust instrument or the decree or the written instrument 
incident thereto contains no provision for such children. Where an 
instrument contains provisions for children, the tax consequences will, 
of course, vary with the circumstances. So far as the income tax is con- 
cerned, Sections 22(k) and 171(a) contain specific language with respect 
to amounts payable for the support of minor children of the husband. 

The second and third sentences of Section 22(k) provide: 


. . . This subsection shall not apply to that part of any such periodic pay- 
ment which the terms of the decree or written instrument fix, in terms of an 


189 Dr. John Huberman, T.C. Memo. Dkt. 109627, P-H {43,323 (1943) ; Twin Ports 
Bridge Co., 27 B.T.A. 346 (1932). 

190 Comm’r v. Mesta, 123 F. (2d) 986 (C.C.A. 3d, 1941), rev’g 42 B.T.A. 933, cert. 
denied 316 U.S. 695 (1942); Comm’r v. Halliwell, 131 F. (2d) 642 (C.C.A. 2d, 1942), 
rev'g 44 B.T.A. 740, cert. denied 319 U.S. 741 (1943). Presumably where the present 
value of the transferred property is less than cost, a loss will be denied either on the 
ground that the transaction is not one entered into for profit or because of Section 24(b). 
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amount of money or a portion of the payment, as a sum which is payable for 
the support of minor children of such husband. In case any such periodic 
payment is less than the amount specified in the decree or written instrument, 
for the purpose of applying the preceding sentence, such payment, to the 
extent of such sum payable for such support, shall be considered a payment 
for such support... . 


The second and third sentences of Section 171(a) provide: 


. . . This subsection shall not apply to that part of any such income of the 
trust which the terms of the decree or trust instrument fix, in terms of an 
amount of money or a portion of such income, as a sum which is payable for 
the support of minor children of such husband. In case such income is less 
than the amount specified in the decree or instrument, for the purpose of 
applying the preceding sentence, such income, to the extent of.such sum 
payable for such support, shall be considered a payment for such support. 





Stipulations for the benefit of persons other than the wife or minor 
children of the husband are not covered by Section 22(k) or 171(a). 
Accordingly, if provision is made for the support of adult children, such 
children will be taxable on the payments made to them to the extent that 
such payments are out of income unless the husband is taxable on such 
payments by reason of the retention, actually or constructively, of powers 
specified in Sections 166 and 167, or by reason of the retention of 
sufficient control to justify taxing him as the owner of the property under 
the Clifford doctrine. The transfer of property for the benefit of others 
than the wife or children would constitute a taxable gift to such others 
by the transferor. Presumably, if provisions are made for minor children 
which obviously benefit them to a larger extent than a mere discharge of 
the parent’s obligation to support during minority, the excess will be 
treated as a gift, and only the amount in discharge of the obligation of 
support will be covered by Section 22(k) or 171(a).*** For estate tax 
purposes, a claim based on a contract incident to a divorce fixing the 
decedent’s liability for the support of his infant children is deductible.** 

It will be noted that under the last quoted provisions of Sections 22(k) 
and 171(a) those subsections are inoperative as to that part of the 
periodic payments to the wife which is specifically designated (in terms 
of dollars or a percentage of the total payment) as a sum payable for the 
support of the husband’s minor children. Thus, a payment of $200 per 
week to a wife for her support and that of the couple’s minor children, 
without any designation of the amount specifically allocated to the sup- 


191 For a case where such an allocation was made, see Edmund C. Converse, 5 T.C. 
1014 (1945). 

192 Helvering v. U.S. Trust Co., 111 F. (2d) 576 (C.C.A. 2d, 1940), cert. denied 311 
U.S. 678 (1940). See also 1 Paut, Feperat Estate anp Girt Taxation (1942) 611. Cf. 
the ruling relating to liability for the support of the wife discussed supra in part D. 
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port of the children, will render the wife taxable on the eritire $200 and 
give the husband an equivalent deduction. Where the decree or written 
instrument does definitely fix the proportion of the periodic payment 
which is for the support of the children, but the husband pays less than 
the specified total amount to the wife, the amount paid by the husband 
will be treated, first, as a payment of the amount specifically provided for 
the support of the children, and only if there is an excess will the wife be 
taxable on the excess. The amount taxable to the wife will be allowed as 
a deduction to the husband.*** The husband, of course, does not obtain a 
deduction for payments which are not taxed to the wife under the quoted 
provisions. 

The credit for dependency with respect to the children will turn on the 
question of who is taxable on the amounts expended for their support.** 

The treatment of payments for the support of children is illustrated 
by the following examples: 

(1) The decree or instrument provides for the payment to the wife of 
$500 per month for the support of herself and the couple’s minor son. 
If the wife remarries, the amount to be paid her will be reduced to $200, 
all of which is to be expended for the support of the minor son. After 
the son becomes twenty-one, he is to receive $200 per month until he 
reaches twenty-four, and the payments to the wife, if she has still not 
remarried, are to be reduced to $300 per month. It has been held that 
such an agreement sufficiently fixes the amount payable for the support 
of the child so that only $300 of the $500 monthly payment is taxable to 
the wife and deductible by the husband.**° The latter will be entitled to 
the $500 dependency credit with respect to the son, provided the other 
conditions of Section 25(b) are complied with. The $200 paid to the 
son by the husband after the son attains his majority will constitute a gift. 

(2) The decree provides for the payment to the wife of $200 per 
month of which $100 is designated as being for the support of a minor 


193 Reg. 111, Sec. 29.22(k)-1(d). 

194 See the last sentence of Section 25(b)(3) which reads: “A payment to a wife 
which is includible under section 22(k) or section 171 in the gross income of such wife 
shall not be considered a payment by her husband for the support of any dependent.” 

195 Robert W. Budd, 7 T.C. 413 (1946). Cf. Dora H. Moitoret, 7 T.C. 640 (1946), 
holding that the wife was taxable on the entire payment where the agreement and 
decree provided for the payment of $250 per month for the support of the wife and 
four children, but the wife testified that it was never intended that any part of the 
monthly payment should be used for her support, that in fact all of it was used for the 
support of the children, and that the payment stopped pursuant to agreement of the 
parties when the youngest child attained majority. The court seemed to be influenced by 
the fact that-the decree expressly provided that either party had the right to apply for 
modification, and that the petitioner might have tried to have the decree modified if it did 
not conform to the intentions of the parties. 
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child. The husband pays only $90 per month. No part of the $90 would 
be taxable to the wife or deductible by the husband. The husband will be 
entitled to the dependency credit, provided the other conditions of Section 
25(b) are satisfied. If the husband had paid $150, only $50 of the pay- 
ment would be taxable to the wife and deductible by the husband. If at 
a later date the husband makes good his default, the arrears will be applied 
first to the defaulted payment of the sums specified for the support of the 
child and then against the amaunts taxable to the wife. 

F. Time for Reporting Income or Claiming Deductions. The wife 
reports alimony which is taxable to her under the provisions of Section 
22(k) (except payments from an alimony trust) on the cash basis, i.e., 
only in the year in which she receives them, even though otherwise she is 
required to make her returns on the accrual basis.*** 

As to the husband, Section 23(u) provides: 

In the case of a husband described in section 22(k), amounts includible 
under section 22(k) in the gross income of his wife, payment of which is made 
within the husband’s taxable year. If the amount of any such payment is, 
under section 22(k) or section 171, stated to be not includible in such hus- 
band’s gross income, no deduction shall be allowed with respect to such 
payment under this subsection. 


Thus, the husband is also on the cash basis with respect to payments made 
by him **" to the wife which are includible in her gross income by virtue 
of the provisions of Section 22(k) regardless of whether he otherwise 
makes his returns on the accrual basis. Presumably the rules generally 
applicable in determining whether payment has been made or the item 
has been received, will apply with respect to alimony payments.'® 

As previously indicated, the husband is not entitled to any deduction 
for payments includible in the gross income of the wife under Section 
22(k) attributable to property transferred in discharge of his obligation, 
which under that section he is not required to include in his gross income; 
nor of course is the husband entitled to a deduction for income payments 
included in the gross income of the wife under Section 171(a), which 
income is not included in the gross income of the husband. 





196 Reg. 111, Sec. 29.22(k)-1(a). As to payments from an alimony trust taxable to the 
wife under Section 22(k), see supra part C. 

197 Reg. 111, Sec. 29.23(u)-1 provides that the husband is not entitled to a deduction 
if any other person pays the alimony obligation of the husband. 

198 As to payment see Comm’r v. Bradley, 56 F. (2d) 728 (C.C.A. 6th, 1932) ; Second 
Nat. Bank of Saginaw v. U.S., 42 F. (2d) 344 (Ct. Cl. 1930). Cf. Leach v. Comm’r, 
50 F. (2d) 371 (C.C.A. Ist, 1931). As to receipt see Avery v. Comm’r, 292 U.S. 
210 (1934), and Hedrick v. Comm’r, 154 F. (2d) 90 (C.C.A. 2d, 1946). For an example 
where the taxable years of husband and wife are different and the 10% limitation with 
respect to a principal sum is applicable, see Example 3 of Reg. 111, Sec. 29.22(k)-1(c). 
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G. Community Property, Separation and Divorce. As in the case of 
marriage, the tax consequences of separation and divorce for couples in 
community property jurisdictions, in so far as they differ from the 
general tax consequences of separation and divorce, cannot be adequately 
treated here, especially since the results often vary according to local law. 
A few general statements must suffice. An absolute divorce terminates the 
community in all jurisdictions.**”° An interlocutory decree does not of 
itself work a termination,’ nor will a separation in which neither the 
parties by agreement nor the court by decree has made provisions for 
dividing the community property. However, as to residents of some 
jurisdictions an agreement by the parties dividing the community property 
will be given effect for income tax purposes.*” The following are merely 
suggestive of additional income tax problems peculiar to residents of 
community property states: the effect of a separation on the taxable 
status of the earnings of the spouses; °° the treatment of income earned 
while the community existed but received after its demise; ** the effect 
of a division of property which has appreciated or depreciated in value ; ** 
the effect of a reconciliation of the parties; *°* the status of earnings of 
an unemancipated minor child of the couple, etc.*°° There are also complex 
gift tax problems which may arise under Section 1000(d) *” when a 
couple divides community property under a separation or divorce agree- 


ment.?°° 


V. MISCELLANEOUS TAXES 


Compared with the income, estate and gift tax consequences of inter- 
spouse payments and transfers, such items as stamp taxes and social 
security taxes will seem trivial. However, in some cases they may be of 
importance. A transfer of shares of stock or bonds from one spouse to 
another incurs stamp tax liability in the same way as a transfer of the 


199 3 MERTENS, LAw or FEDERAL INCOME TAxaTIon (1942) 70. 


200 E.g., Ethel B. Dunn, 3 T.C. 319 (1944). Compare the income tax treatment of 
alimony paid pursuant to an interlocutory decree, supra part A. 

201 3 MERTENS, op. cit. supra note 199, at 72. 

202 E.g., Muriel O. Ames, 30 B.T.A. 516 (1934). 

203 F.g., Johnson v. United States, 135 F. (2d) 125 (C.C.A. 9th, 1943), rev’g 45 F. 
Supp. 377 (S.D. Calif., 1941). 

204 E.g., C. C. Rouse, 6 T.C. 208 (1946). Cf. Frances R. Walz, 32 B.T.A. 718 (1935). 

205 E.g., James E. West, 44 B.T.A. 1159 (1941), aff'd 131 F. (2d) 46 (C.C.A. 9th, 
1942). 

206 For a discussion of the problems mentioned and others connected with divorce and 
separation in community property states, see 3 MERTENS, op. cit. supra note 199, at 70 
et seq. 

207 Added to the Code by Sec. 453 of the Revenue Act of 1942. 

208 See PAUL, SUPPLEMENT TO FEDERAL EsTaTE AND Girt TAXATION (1946) 718 et seq., 


and authorities cited therein. 
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same sort to a stranger.*” The stamp tax on stock transfers will vary 
in certain cases depending on whether there has been a “sale” of the stock. 
In so far as a transfer is in satisfaction of the husband’s obligation to 
support, it may be argued that the transfer should be treated as a sale to 
be consistent with the income and gift tax consequences suggested by the 
Bureau.*”° Yet it is doubtful whether Congress in the stamp tax provi- 
sions intended to use the term “sale” in any other than its colloquial 
sense. Hence, it would seem that the rate applicable to transfers other 
than sales should be applied. 

As to social security taxes, i.e., unemployment insurance and old age 
benefit taxes, there are provisions in the Code sections imposing these 
taxes which specifically exempt from such taxes compensation paid by one 
spouse to the other.” 





VI. ConcLusIon 


The law with respect to transactions between spouses, whether in 
marriage or divorce, has developed to a point where most of the sig- 
nificant problems are answerable, in so far as any question of tax law is 
answerable. Perhaps the most important recent development is the 
Bureau’s concession that a relinquishment of support rights is a con- 
sideration in money’s worth; hence that a transfer in consideration of 
such relinquishment is not a gift; and that a claim against the estate 
founded upon such a consideration is deductible from the gross estate 
for estate tax purposes. This concession, taken in conjunction with recent 
Tax Court decisions indicating that the entirg transfer is to be treated as 
in consideration for the liquidation of support obligations, where the 
transfer is the result of arm’s length negotiation between the parties, will 
eliminate some vexatious problems. It will facilitate lump sum settle- 
ments in divorce and separation proceedings, since the husband may make 
the transfer free from gift tax and the wife may receive it free from 
income tax.”” 

As to the premarital stage, the most significant problems, those relating 


209 Secs. 1801 (bonds), 1802(b) (stock). A stamp tax on sales of real estate is im- 
posed by Section 3482. The deductibility of these taxes for income tax purposes is 
presently in doubt. See I.T. 3806, Int. Rev. But. 46-13-12336. 

210F.T. 19, Int. Rev. Buty. 46-16-12367 (gift tax) ; Comm’r v. Mesta, 123 F. (2d) 
986 (C.C.A. 3d, 1941), cert. denied 316 U.S. 695 (1942) (income tax); Comm’r v. 
Halliwell, 131 F. (2d) 642 (C.C.A. 2d, 1942), cert. denied 319 U.S. 741 (1943) (income 
tax). 

211 Secs. 1426(b) (4), 1607(c) (5). 

212 As previously indicated in the discussion of Section 22(k), only “periodic” payments 
are treated as taxable income of the wife; lump sum transfers are still exempt under the 
doctri:e of Gould v. Gould, 245 U.S. 151 (1917). 
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to antenuptial agreements, may now be considered for the most part 
settled. The interesting and perplexing questions in the field of premarital 
and extra-marital adventures and the question of an unspent family 
allowance remain unsettled primarily for the reason that they have not 
been raised. Such problems arise out of transactions which are necessarily 
private and intimate; they are not accompanied by cash registers and 
books of account; and even where the romance is not far from the check 
book, they seem to enjoy the protection of an unwritten rule of privilege 
accorded to park bench and boudoir conferences. The situation is some- 
what analogous to drinking during prohibition: The problem is there 
but no one is likely to do anything about it. 

As for alimony, the 1942 amendments have gone a long way towards 
correcting the hardships and unfair consequences of the earlier treatment. 
There are still some inconsistencies, e.g., the distinction in treatment 
between a husband who agrees to pay $500 per month and one who, to 
discharge an obligation to pay $500 per month, purchases an annuity of 
that amount; but in most instances these difficulties can be avoided by 
alternative methods. 




















Reviewability of ‘Tax Court Decisions 
EMANUEL L. GORDON 


‘ds English * and Federal * income tax laws both permit appeals from 
the initial hearing and determination for an error of law. It is not strange 
therefore that each should be troubled by the distinction between fact 
and law. In England, the appeal for error of law was first allowed in 
1874 * and the House of Lords decided to enforce that standard in 1906.‘ 
Although fact-law distinctions for other purposes were rejected as a 
guide, the new concept developed was a narrow one which encompassed 
only “questions of degree.” *® This formula, according to an English 
commentator, covers all inferences from a “course of conduct.” *® Thus, 
the criteria evolved are about as elastic as the term sought to be defined, 
and the lower courts apparently are not averse to utilizing that vagueness 
to free themselves from the statutory restrictions upon their powers of 
review." 

The present Federal provision permitting an appeal from the Tax 
Court if its decision is not “in accordance with law” was enacted in 1926.* 
It was not, however, until the Dobson ° case was decided in 1943 that the 
courts made any attempt to distinguish law from fact for review purposes. 
In that case, Mr. Justice Jackson, for a unanimous Court, laid down the 
principle that a decision of the Tax Court should be upheld if it had 


EMANUEL L. Gorpon (B.B.A., College of the City of New York, LL.B., Columbia 
University) is a member of the New York and Federal Bars and contributor to legal 
periodicals. 

1S. 149, Income Tax Act, 1918, 8 & 9 Geo. 5, c. 40 provides for appeal from the initial 
determination if it is “erroneous in point of law.” 

21.R.C. §114i(c) (1) “Upon such review, such courts shall have power to affirm or, 
if the decision of the Board is not in accordance with law, to modify or to reverse the 
decision of the Board, with or without remanding the case for a rehearing, as justice 
may require.” 

8 A, Farnsworth, ‘Fact’ or ‘Law’ in Cases Stated Under the Income Tax Acts (1946) 
62 Law Quarterty Rev. 248 citing S. 37, Customs and Inland Reveaue Act, 1874, but 
the only statute of that name listed in that period is 36 & 37 Vict., c. 18 (1873). 

4De Beers Consolidated Gold Mines Ltd. v. Howe (1906) AC 455; A. Farnsworth, 
op. cit. supra note 3, at 249, 250. 

5Inland Revenue Commissioners v. Lysaght (1928) AC 234;. A. Farnsworth, op. cit. 
supra note 3, at 253. 

6 A. Farnsworth, op. cit. supra note 3, at 261. 

7 Id. at 251. 

8 44 Star. 9, 110, c. 27, Revenue Act of 1926, § 1003(b). 

® Dobson v. Comm’r, 320 U.S. 489 (1943). 
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“ ‘warrant in the record’ and a reasonable basis in the law.” ?° The 
courts had become accustomed to the view that the findings of fact of 
an administrative agency, if supported by substantial evidence, had to be 
affirmed.** On the surface, at least, the same standard was now to be 
applied to a statutory court.”” It is here proposed to examine the applica- 
tion of the new formula to determine the meaning given it by the Supreme 
Court, and the extent to which that meaning is observed in the Circuits. 


10 Jd. at 501. 

11 Administrative Procedure in Government Agencies, SEN. Doc. No. 8, 77th Cong., 
Ist Sess. 89. 

12 Since the Tax Court merely adjudicates cases, and does not investigate or formulate 
policy, it is not an administrative agency. LAaNnpis, THE ADMINISTRATIVE Process (1938) 
20, 38. The present writer believes that the Tax Court is a “court” within the meaning 
of Sec. 2(a) of the Administrative-Procedure Act, Pub. L. 404, 79th Cong., Ist Sess., 
C. 324, and hence is not subject to its provisions. [For the contrary view, see Note (1946) 
2 Tax L. Rev. 103.] The Attorney General so interpreted the Bill before its passage, and 
his opinion was included in the Senate Committee Report without comment. [SeN. Rep. 
No. 752, 79th Cong., Ist Sess. (1945) 38.] While neither the Senate nor House Com- 
mittee gave an interpretation of the word “court” as it appears in Sec. 2(a), both Com- 
mittees interpreted the word “court” in Sec. 10(e)(B)(6) as including the Tax Court. 
[Sen. Rep. No. 752, supra at 28; H.R. Rep. No. 1980, 79th Cong., 2d Sess. (1946) 45.] 
Even were the Tax Court subject to the Administrative Procedure Act, the scope of 
review would still be governed by I.R.C. § 1141(c) (1) since the scope of review provided 
by Sec. 10 of the Administrative Procedure Act is expressly limited by prior statutes 
providing for a narrower judicial review. 

In the Dobson case, Mr. Justice Jackson gave five reasons for giving the same finality 
to Tax Court decisions as to those of administrative agencies: (1) the subject was 
complex; (2) Tax Court members usually had prior experience in the field; (3) they 
kept informed of tax problems and consequences, and legislative and administrative 
changes; (4) the Tax Court was unbiased and had no responsibility for prior hand- 
ling; and (5) the’ Tax Court’s proceedings were adversary and of record. The first 
and third are the only really significant ones. Tax consequences, and revenue and tax 
evasion problems are the fields of knowledge in which the expert must become proficient. 
In all three problems, daily contact with nothing but tax cases hardly fail to result in a 
gain of that knowledge and experience which are the basis of expertness. What is lacking 
from the administrative process is the combination of responsibility for policy with adju- 
dication. Here it is suggested that the annual nature of revenue measures serves to keep 
the Tax Court familiar with Congressional policy and within its bounds. See GELLHorN, 
FEepERAL ADMINISTRATIVE ProcEeDINGs (1941) 30. 

There is no assurance that the second of Mr. Justice Jackson’s factors will remain 
permanent. The fourth and fifth seem impregnated with the view that an agency which 
investigates, tries and decides a case cannot be impartial. Such a view results from the 
identification of the agency with its personnel among whom the functions are divided. 
See GELLHORN, supra at pp. 24-32. No doubt the inclusion of these factors was due to a 
desire to distinguish the Tax Court from the Internal Revenue Bureau which also has 
the expertise. If so it went further than required since the latter has only an investigatory 
and not an adjudicatory power. It is for this reason that it proceeds ex parte. 
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Fact AND LAw FoR REVIEW 


The Scottish American Investment Trust case ** lays down the standard 
by which factual issues are to be identified and reviewed. In that case, 
the three taxpayers were foreign corporations which claimed to have an 
“office or place of business” within the United States. They would 
thereby become resident foreign corporations and would be entitled to 
substantial tax savings.* A member of an accounting firm was hired 
jointly by the corporations to serve as assistant secretary. He established 
an office and hired two assistants. This staff kept records, collected divi- 
dends, acted on proxies, and made reports. The Tax Court ** held that 
the corporations had satisfied the statutory requirement for an “office or 
place of business.” Since returns for the years in issue had been filed 
with different collectors, the appeals went to different circuits. The Third 
Circuit *** reversed, and the Fourth ** affirmed. 

“Office’’ and “place of business” are well understood concepts, but it 
is not possible to define them so definitely as to account for all possible 
factors. From one case to another, the facts will differ, or the facts will 
appear in new combinations. In each, the combination must be weighed, 
and an inference drawn as to compliance with the statutory standard. 
It is not the facts which are uncertain, but the legal standard. For each 
case, “office” and “place of business” must be interpreted and applied 
to the known combination of facts. Yet no decision can serve to solve 
the next case because a new combination of evidentizry facts will be 
present. Under these circumstances, the amount of time required to 
decide each case is disproportionate to the benefits derived when the 
deciding organ is a busy appellate court.** Such issues have, therefore, 
been labeled factual for purposes of review. If there are facts in the 
record from which the findings of the Tax Court could rationally be 
inferred, that Court will be upheld even if there are other facts present 
in the record from which the contrary inference can be drawn."* Apply- 


18 Comm’r v. Scottish American Inv. Co., 323 U.S. 119 (1944). 

147. R.C. §231(b). Where the Internal Revenue Acts and the Code have the same 
language as far as pertinent to the discussion, only the latter will be cited. 

15 47 B.T.A. 474 (1942). 

15a 142 F. (2d) 401 (1944). 

16 139 F. (2d) 419 (1943). 

17 |. this case exemplifies one type of factual dispute where judicial abstinence should 
be pronounced. The decision as to the facts in this case . . . is of little value as precedent. 
The factual pattern is too decisive and too varied from case to case to warrant a great 
expenditure of appellate court energy on unravelling conflicting factual inferences.” 323 
U.S. 119 at 125. 

18 “The judicial eye must not in the first instance rove about searching for evidence to 
support other conflicting inferences and conclusions which the judges or the litigants may 
consider more reasonable or desirable. It must be cast directly and primarily upon the 
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ing this rule, the Supreme Court found that there was substantial evidence 
to support the findings of the Tax Court, and it unanimously upheld the 
latter’s decision.”® 

There will, of course, be cases where the same significant events will 
be repeated in future litigation. In Bingham’s Trust v. Commissioner,” 
the Supreme Court determined the authority of appellate courts to review 
such cases. The issue in that case was the right of trustees to deduct legal 
expenses in connection with the termination of the trust. In the Tax 
Court,” the Commissioner’s disallowance was rejected and the deduction 
was held to be an “ordinary and necessary expense” for the “management, 
conservation, or maintenance of property held for the production of 
income.” *? The Second Circuit reversed ** because the deductions covered 
property ready for distribution, and, hence, that Court ruled, they were 
not expenses connected with “property held for the production of income.” 

It is clear that the case involves a repetitive factual pattern. Every trust 
eventually terminates and distributes its assets. If it is decided that ex- 
penses connected with the distribution of the property of one trust are 
either incurred or are not incurred in connection with property held for 
the production of income, the same decision can be applied to all trustees 
seeking to deduct expenses connected with the termination of the trust. 
Issues may still arise concerning the propriety of the expenses, but the 
issue as to whether the distribution of trust assets or the termination of 
the trust is a bar to deductions will have been settled. This type of decision 
constitutes a “rule of general applicability,” and may be reviewed on the 
merits by an appellate court. 


evidence in support of those made by the Tax Court. . . . if such a basis is present the 
process of judicial review is at an end.” 323 U.S. 119 at 124. 

This is no different from the finality accorded to findings of fact of a jury. “... the 
jury’s function is in essence ‘to select from among conflicting inferences and conclusions 
which it considers most reasonable .. .’. . . moreover: ‘It is not the function of a court 
to search the record for conflicting circumstantial evidence in order to take the case away 
from the jury on a theory that the proof gives equal support to inconsistent and uncertain 
inferences.’” See Highfill v. Louisville & Nashville R. Co., 154 F. (2d) 874, 875 (C.C.A. 
6th, 1946). Of course, many of the findings of “fact” of the Tax Court are decisions of 
law as the terms are commonly understood, but, if finality is to be accorded to Tax Court 
decisions, the same rule should prevail as in the case of a review of factual findings. 

19 “We do not decide or infer that the contrary inferences and conclusions urged by 
the Commissioner are entirely unreasonable or completely unsupported by any probative 
evidence. We merely hold that such contentions are irrelevant so long as there is adequate 
support in the evidence for what the Tax Court has inferred.” 323 U.S. 119, 125. 

20 325 U.S. 365 (1945). 

212 T.C. 853 (1943). 

22 T.R.C. §23(a) (2). 

23 145 F. (2d) 568 (C.C.A. 2d, 1944), sub nom. Comm’r v. Kenan. 

2465 S. Ct. 1232, at 1235. The phrase, “principle of general applicability” was used by 
Randolph Paul in his article, Dobson v. Commissioner: The Strange Ways of Law and 
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If Chief Justice Stone had rested his review solely upon the presence 
of a rule of general applicability, the case would raise no great problems. 
He went on, however, to add some comments which were unnecessary 
to the decision. Because the evidentiary facts were not in issue, he re- 
marked, the decision turned upon the interpretation of the statutory 
language. He further added that since no inference of fact had to be 
drawn, the issue-was one of law.”* 

Even in cases where the factual combinations tend to be unique and 
are therefore treated as factual issues, the evidentiary facts may not be 
in dispute. The Scottish American Investment Trust case involved only 
an interpretation of the statutory language and its application to known 
facts. Hence, the Chief Justice’s dictum, if followed through, would 
have rejected the rationale of the Scottish American Trust case since it 
would have rendered every case reviewable on the merits if the evidentiary 
facts were undisputed. Although the dictum was subsequently rejected 
by the Supreme Court,” it did not fail to confuse the lower courts.” 


Fact (1944) 37 Harv. L. Rev. 753, 830. Prior decisions of the Supreme Court had, how- 
ever, applied the doctrine without discussing it. Other clear cases of its application appear 
in: Burton-Sutton Oil Co. Inc. v. Comm’r, 66 S. Ct. 861 (1946); Comm’r v. Estate of 
Holmes, 66 S. Ct. 257 (1946); Kirby Petroleum Co. v. Comm’r, 66 S. Ct. 409 (1946) ; 
Hercules Gasoline Co. Inc. v. Comm’r, 66 S. Ct. 222 (1945) ; Webre Steib Co. v. Comm’r, 
324 U.S. 164 (1945) ; Comm’r v. Harmon, 323 U.S. 44 (1944). In the following, the rule 
was applied to a Treasury Regulation rather than the statute: Comm’r v. Fisher, 66 S. Ct. 
686 (1946) ; Comm’r v. Wheeler, 324 U.S. 542 (1945). 

25 “The terms of the trust, the nature of the property, and the duties of the trustees 
with respect to it, were all found by the Tax Court and are not challenged. The question 
whether, on the facts found, the expenses in question are nondeductible . . . turn in this 
case on the meaning of the words of §23(a)(2) ‘property held for the production of 
income.’ They are therefore questions of law, decision of which is unembarrassed by any 
disputed question of fact or any necessity to draw an inference of fact from the basic 
findings.” 325 U.S. 365, 371. 

26 “There would hardly need to be experts in tax affairs to decide quéstions of dates 
or amounts or values or to calculate rates. Their usefulness lies primarily in their ability 
to examine relevant facts of business to determine whether or not they came under 
statutory language. . . . The Tax Court decisions merely declare that the undisputed facts 
do or do not bring the payments under the definition of interest or dividends. . . . There 
is no one characteristic . . . which can be said to be decisive in the determination of 
whether the obligations are risk investments in the corporations or debts... . Such 
situations seem to us to fall within the Dobson rule.” John Kelley Co. v. Comm’r, 66 S. Ct. 
299, 304 (1946) (italics added). “The circumstance that the facts in a particular case 
may be stipulated or undisputed does not make this issue any less factual in nature. The 
Tax Court is entitled to draw whatever inferences and conclusions it deems reasonable 
from such facts.” Boehm v. Comm’r, 66 S. Ct. 120, 124 (1945). 

Although the English have a much narrower category under the heading of fact, they 
have also reached the conclusion that an issue is not converted from factual to legal merely 
because all the facts are admitted. A. Farnsworth, of. cit. supra note 3, at 248, 250, 251. 

27 “At least if we have any real function or province in connection with the statutory 
review of this class of cases, it must relate to the process of applying known and accepted 
facts to legal concepts.” Hall v. Comm’r, 150 F. (2d) 304, 306 (C.C.A. 10th, 1945). The 








176 


In a concurring opinion, Mr. Justice Frankfurter proposed an entirely 
different dichotomy between review on the merits and on the substantial- 
evidence rule. His basic proposition was the Congressional scheme of 
review sought to concentrate the decision of tax cases in the Tax Court, 
with but few appeals to the constitutional courts. As a result, the Tax 
Court would be relatively more expert in the decision of tax questions 
because appellate judges would have insufficient contact with the stream 
of cases. Therefore, the fact-law concepts should not be given their usual 
connotation, but should be manipulated to regulate review so that each 
court would be called upon to decide the questions best suited to its ex- 
perience and ability.”* Specifically, even if the Tax Court decision in- 
volves the interpretation of statutory language and its application to the 
facts,” its decision should be upheld unless it is an unreasonable inter- 
pretation of the statute.*° 

Mr. Justice Frankfurter is undoubtedly correct in pointing out that 
inferring conclusions from evidentiary facts, applying a statute to the 
facts and interpreting the statute are inseparable processes.** Under the 
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same view is taken in McDermott v. Comm’r, 150 F. (2d) 585 (App. D.C., 1945); Sala 
v. Comm’r, 146 F. (2d) 228 (C.C.A. 2d, 1944). 

28“The Dobson case eschewed sterile attempts at differentiation between ‘fact’ and 
‘law’ in the abstract. Instead, it found significance in the scheme devised by Congress for 
adjudicating tax controversies whereby Congress had, in the main, centralized in the 
Tax Court review of tax determinations by the Treasury . . . with the result that, as a 
practical matter, only a small percentage of Tax Court decisions get into the Circuit 
Court of Appeals, and a still smaller percentage reaches this Court. Therefore, the 
decisions of the Circuit Court of Appeals, and even more so of this Court, are bound to 
be more or less episodic and dependent upon contingencies that cannot give these appellate 
courts that feel of the expert which is so important for wise construction of such inter- 
related and complicated enactments as those which constitute our revenue laws. These 
factors, so decisive in the stream of tax litigation, weigh heavily in apportioning functions 
between the Tax Court and the courts reviewing the Tax Court.” 325 U.S. at 378, 379. 

29 He excepted, as outside the scope of Tax Court expertise, constitutional and local 
law questions and common law rules of property. 325 U.S. at 381. 

80“ |. the Tax Court must keep within what may broadly be called the outward 
limits of categories and classifications expressing legislative policy. . . . But if a statute 
upon which the Tax Court unmistakably has to pass allows the Tax Court’s application 
of the law to the situation before it as a reasonable one—if the situation could, without 
violence to language, be brought within the terms under which the Tax Court placed it 
or be kept out of the terms from which the Court kept it—the Tax Court cannot in reason 
be said to have acted ‘not in accordance with law.’ In short, there was no ‘clear-cut 
mistake of law’ but a fair administration of it.” 325 U.S. at 381. The proposal was based 
upon the view expressed in Paul, Dobson v. Commissioner: The Strange Ways of Law 
and Fact (1944) 57 Harv. L. Rev. 753, 844. 

31 “Meaning derives vitality from application. Meaning is easily thwarted or distorted 
by misapplication. If the appellate courts are charged with the duty of giving meaning 
to words because they are contained in tax legislation, they equally cannot escape the duty 
of examining independently whether a proper application has been given by the Tax 
Court.” 325 U.S. at 380. 

Compare the position taken by Roscoe Pound: “It is as clear as legal history can 
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“rule of general applicability” doctrine, the unity of these processes is 
maintained. Where the factual combinations in a particular type of case 
are sui generis, the appellate court may only check for the presence of 
substantial evidence—the functions are all for the Tax Court. If, how- 
ever, the patterns of fact are of a type likely to recur, the appellate court 
may review all the processes on the merits. The rationale is one of con- 
serving appellate energy. Under the reasonable decision doctrine, an 
additional reason is relied upon, viz., the superior expertness of the Tax 
Court’s judges. Before evaluating the conflicting claims, an examination 
of Mr. Justice Frankfurter’s standard as applied in the decisions he has 
written is in order. 

Commissioner v. Wemyss ** displays a conflict of view. There the 
taxpayer transferred property worth about $150,000 to his wife a month 
preceding their marriage. The transfer was designed to reimburse the 
wife for the loss of a $5,500 annual income from a life estate as a result 
of the remarriage—a loss which benefited her son. Under the statute, a 
transfer for “less than an adequate and full consideration in money or 
money’s worth” constituted a gift,** and the applicable regulation pro- 
vided that “a consideration not reducible to a money value, as love and. 
affection, promise of marriage, etc. is to be wholly disregarded. . . .” ** 
A Tax Court decision holding the transfer to constitute a gift *° was 
reversed by the Sixth Circuit.** 

It will be noted that the statute and regulation as applied to these facts 
leave but one question open, viz., whether a detriment to the recipient 
of the gift, measurable in money, can constitute consideration. While 
ordinarily such an issue would not constitute a “rule of general applica- 
bility” because of its being confined to a narrow set of facts, it could in 
this case because of the statutory and regulatory rules which fill in the 
picture. Yet, Mr. Justice Frankfurter, in upholding the Tax Court, first 
decided the case as a factual issue,*’ and, subsequently, in the alternative, 


make it that interpretation apart from judicial application is impractical; that it is futile 
to attempt to separate the functions of finding the law, interpreting the law and applying 
the law.” THe Spirit oF THE Common Law (1921) 179. 

82 324 U.S. 303 (1945). 

83 T.R.C. § 1002. 

34 Reg. 79, Art. 8. 

352 T.C. 876 (1943). 

86144 F. (2d) 78 (1944). 

87 “The Tax Court in effect found the transfer of the stock to Mrs. Moore was not 
made at arm’s length in the ordinary course of business. It noted that the inducement was 
marriage, took account of the discrepancy between what she got and what she gave up, 
and also of the benefit that her marriage settlement brought to her son. These were 
considerations the Tax Court could justifiably heed, and heeding, decide as it did.” 
324 U.S. 303, 307. See p. 210 infra, for a case in which Mr. Justice Frankfurter handled 
a rule of general applicability as a factual issue. 
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decided the “rule of general applicability.” ** As such the case could 
satisfy everybody—and nobody. 

In Commissioner v. Bedford’s Estate,*® the taxpayer received a new 
preferred stock, common stock, and cash for the preferred stock sur- 
rendered. The exchange occurred pursuant to a recapitalization which 
eliminated the corporation’s book deficit in order to permit dividend 
payments from earnings subsequent to the occurrence of the deficit. It 
was conceded that the earnings of the corporation exceeded the cash 
payment and that the fair market value of the stock and cash received 
exceeded that of the stock surrendered. In dispute was the rate of taxa- 
tion; the capital gains rate was advocated by the taxpayer, and the or- 
dinary gain by the Commissioner. The latter was upheld by the Tax 
Court,*° but the Second Circuit reversed. 

There was no doubt that the recapitalization was a reorganization 
under the statute,*® and that the stock was not taxable.** If, however, 
the payment of cash had the effect of distributing a dividend, it was 
taxable as ordinary gain to the extent of that effect. Otherwise, it was 
taxable as capital gain.** Since the earnings of the corporation exceeded 
the cash distribution, there would appear to be no doubt but that the 
required effect for taxation as ordinary income was present. The con- 
tention of the taxpayer was that the distribution should be treated as a 
partial liquidating dividend *° since the reorganization involved only one 
corporation. Here the facts are not chameleon-hued. Were the taxpayer 
successful here, every corporation distributing earnings pursuant to a 
recapitalization having a business purpose would be able to distribute a 
tax-free dividend sincé all the significant facts would be the same. 
Similarly, failure on the part of the taxpayer would result in a precedent 
which the courts could apply to all recapitalizations pursuant to which cash 
is distributed out of earnings and constituted gain -to the taxpayer. A 
decision would thus be a ~ule of general applicability. 

Mr. Justice Frankfurter first ruled as a matter of law that the receipt 
of cash was taxable as ordinary income. The contention was then made 
that although his decision was not free from doubt, weight should be 


38 “Tf we are to isolate as an independent reviewable question of law the view of the 
Tax Court that money consideration must benefit the donor to relieve a transfer by him 
from being a gift, we think the Tax Court was correct.” 324 U.S. at 307. 

89 325 U.S. 283 (1945). 

401 T.C. 478 (1943). 

41144 F. (2d) 272 (1944). 

42. RC. §112(g) (1) (E). 

48 T.R.C. §§ 112(b) (3), 112(c) (1). 

44 TRC. §§ 112(c) (1), 112(c) (2). 

45 Applying I.R.C. § 115. 
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given to the Tax Court decision. If, he added, a decision could be “re- 
duced to its own particular circumstances rather than turn on a generaliz- 
ing principle,” *° it should be treated as factual. The rejection of general- 
izing principles as a criterion is a much stronger stand on the part of 
Mr. Justice Frankfurter than that which he took in the Wemyss case 
where the alternatives were presented without adopting either view. 

Under the formula here enunciated, all cases would be factual since 
each can be “reduced to its own particular circumstances.” Until the new 
dichotomy was developed by Mr. Justice Frankfurter in his concurring 
opinion in the Bingham Trust case, the legal category had apparently 
been abolished. 

The taxpayer in Angelus Milling Co. v. Commissioner ** filed the wrong 
form in requesting a tax refund. His contention before the courts was 
that the Commissioner had examined his claim on its merits and so had 
waived the right to insist upon the correct form. The Tax Court upheld 
the Commissioner in rejecting the claim,** and the Second Circuit 
affirmed.*® Mr. Justice Frankfurter ruled that the regulations concerning 
forms were designed to protect the revenue but could be waived by the 
Commissioner. Such a waiver, however, had to be clear. Thus far the 
decision may be said to involve a general proposition. No differentiation 
appears, however, between the handling of the general proposition as to 
the possibility of a waiver, and weighing of the facts to determine whether 
a clear waiver took place. The latter portion of the decision patently de- 
pended upon its particular combination of facts. Those facts dealing with 
the confusing identity of two concerns, the presentation of facts relating 
to the taxpayer partly through the claim of a different concern, and the 
examination of the taxpayer’s books in order to settle the claim of another 
taxpayer, were not facts likely to appear in another case; certainly, not 
in that combination.*® Because the determination whether a waiver oc- 
curred rested upon the unique combination of facts present in the case, 
it is a factual issue. Yet the opinion proceeds to review it on the merits, 








46 325 U.S. 283 at 292. 

47 325 U.S. 293 (1945). 

481 T.C. 1031 (1943). 

49 144 F. (2d) 469 (1944). 

50 In Comm’r v. Lane Wells Co., 321 U.S. 219 (1944) the taxpayer was a personal 
holding corporation which was required to file a special return. The Commissioner 
imposed a deficiency after the period for review had expired as «o some of the. years 
unless the regular corporation return did not suffice as-a return to start the tolling of 
the period. The Circuit Court of Appeals reversed a Board of Tax Appeals decision 
upholding the Commissioner. Mr. Justice Jackson wrote the opinion upholding the Tax 
Court on the merits. Here it can be argued that any corporation denying liability as a 
personal holding corporation is likely to file the regular return, and, hence, the factual 
pattern of the case is repetitive. It would appear to be a borderline case, however. 
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and the one sentence of acknowledgment to the Tax Court does not deny 
that review is upon the merits: “We agree with the Tax Court that the 
evidence is insufficient to establish waiver.” ™ 

Finally, following the Bingham Trust case, Mr. Justice Frankfurter 
conceded his inability to have the Court accept his dichotomy.” Never- 
theless, an evaluation of that doctrine will be useful. 

While the three preceding cases have been evolutionary in nature, 
still, a fair idea may be gleaned of the standard sought to be applied. 
Mr. Justice Frankfurter has not attempted, in form at least, to set forth 
the reasoning of the Tax Court, and then assess its reasonableness. In- 
stead, he proceeded independently along the same route and professed 
merely to dispel his doubts by the comforting presence of accord on the 
part of the Tax Court. Yet, if we are to accept his thesis in its most 
developed form, in the Bingham Trust case, the former method states 
the proper procedure, however its rationalization may subsequently appear 
in the opinion. 

At its best, the dichotomy proposed in the concurring opinion in the 
Bingham Trust case would meet great resistance in the Circuit Courts 
of Appeal. Judges who disagreed with the Tax Court decision would 
simply not find them “reasonable.” When accompanied by the method 
set forth in Mr. Justice Frankfurter’s opinions, the rationale would have 
still less opportunity for application. These judges, determined to strike 
out along a fork in the road rejected by the Tax Court, would do so and 
would not experience that “doubt” which calls forth the invocation of 
the Tax Court’s acquiescence as a part of the process of decision. 

We have been considering cases governed by a rule derived from 
statute or regulation. Aside from the decisions of Mr. Justice Frank- 
furter, these cases are consistent in the rationale utilized to determine 
whether an issue is legal or factual for purposes of review. An issue is 
legal if the facts which are accorded significance and weight by the ap- 
plicable rule, fall into a pattern which is repeated with some degree of 
frequency. An issue is factual if the pattern is shifting, i.e., if the sig- 
nificant facts of the case will appear in future litigation (for the most 


51 325 U.S. 293 at 298. 

52“The Court made a brave effort in Dobson v. Commissioner, 320 U.S. 489, to meet 
some of the difficulties of the present distribution of judicial authority in tax cases by 
lodging practical finality in a Tax Court decision unless it invokes a ‘clear-cut mistake 
of law.’ Jd. at 502. An attempt to give adequate scope to such a doctrine of judicial 
abstention by dealing with the practicalities of tax matters instead of relying on the 
grab-bag concepts of ‘law’ and ‘fact’ as a basis of review has not however, commended 
itself to the Court. See Trust of Bingham v. Commissioner, 325 U.S. 365.” See con- 
curring opinion of Mr. Justice Frankfurter, Burton-Sutton Oil Co. v. Comm’r, 66 S. Ct. 
861, 868 (1946). 
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part) in varying combinations or with altered weight in relation to one 
another. It may be further observed that repetitive patterns will usually 
appear to be simple, and shifting patterns complex, but the significance 
of the observation is limited. While familiarity makes for simplicity and 
the unfamiliar often appears complicated, the relation is by no means in- 
variable. And when the relation does not hold true, it is the repetition or 
shifting of the pattern which will be found to constitute the correct 
critérion for resolving the issue. 


ACCOUNTING PROBLEMS 


The Dobson decision * ruled on a number of cases from the Tax 
Court containing similar facts. Those of the Collins casé are set forth in 
the opinion. The taxpayer had purchased 300 shares of stock of which 
100 shares were sold in each of two different years, with a loss on both 
occasions. In a subsequent settlement of a suit for fraud, part of the loss 
was recovered. At this time, however, the returns in which the loss had 
been taken could no longer be reviewed. Had there been no deduction, 
Collins would still not have had any taxable income. In the Dobson and 
Harwick cases, the deductions had offset taxable income, though Harwick 
claimed that because of additional deductions available, no tax would 
have been due. The latter claim was rejected by the Tax Court.** Where 
the deductions had not offset gross income, the Tax Court held that no 
taxable income resulted from the recovery,” but, where a tax benefit 
had been received, the recovery was includible in ordinary income.*® 

It was the contention of the Commissioner that the Tax Court, in off- 
setting the loss on the sale of the stock against the gain on the settlement 
had failed to apply a treasury regulation ™ which forbade reducing in- 
come of one year because of expenses, liabilities or deficits of prior years. 
Relying upon statutory authorization * to the Tax Court to examine the 


53 Dobson v. Comm’r, 320 U.S. 489 (1943). - 

54H. J. Harwick, B.T.A. Dkt. 105-790, P-H T.C. Memo. Serv. {| 42184 (1942). 

55 Collins Estate, 46 B.T.A. 765 (1942). 

56 J, V. Dobson, 46 B.T.A. 770 (1942); J. J. Harwick, B.T.A. Dkt. 105-790, P-H 
T.C. Memo. Serv. J 42184 (1942). 

57 Reg. 103, Sec. 19.43-2: “Each year’s return, so far as practicable, both as to gross 
income and deductions therefrom, should be complete in itself, and taxpayers are expected 
to make every reasonable effort to ascertain the facts necessary to make a correct return. 
The expenses, liabilities, or deficit of one year cannot be used to reduce the income of a 
subsequent year. . . .” 

58 ].R.C. §272(g): “The Board in redetermining a deficiency in respect of any taxable 
year shall consider such facts with relation to the taxes for other taxable years as may 
be necessary correctly to redetermine the amount of such deficiency, but in so doing 
shall have no jurisdiction to determine whether or not the tax for any other taxable 
year has been overpaid or underpaid.” 
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data of other years insofar as necessary to redetermine the deficiency for 
the tax year in question, the Supreme Court held that it had not offset 
prior losses against income, but had merely determined whether the 
recovery was capital or income. 

As an alternative argument, the Commissioner claimed that, if the re- 
covery were capital, the prior deduction of a loss on a tax return required 
an adjustment “for other items properly chargeable to capital account” *° 
so that the taxpayer had a zero basis. The entire settlement recovery 
would therefore constitute gain. This claim, too, the Supreme Court 
rejected. 

These contentions of the Commissioner, if successful would have re- 
sulted in “rules of general applicability.” Therefore, their recognition and 
handling as legal issues © are in accord with the Bingham Trust case. 
Having rejected the view that specific statutory or regulatory provisions 
required a result contrary to that reached by the Tax Court, the Supreme 
Court then held the issues in the case to be factual and proceeded to 
review them upon that basis. 

First, the Tax Court decided that the sale of stock at a loss and the 
subsequent recovery should be treated as one transaction for tax pur- 
poses.” As a result, it held the recovery to constitute a return of capital. 
The determination as to whether to treat a series of transactions as one or 
separately for tax purposes was labeled by Mr. Justice Jackson, as an 
accounting problem. At one point Justice Jackson ruled that in the ab- 
sence of a constitutional issue, or a controlling statute or regulation, the 
solution to step transaction problems are no more reviewable than “any 
other question of fact.” At another point, however, he held that the 
solution to such problems is within the discretion of the Tax Court.® 


59 T.R.C. §113(b): “The adjusted basis for determining the gain or loss from the sale 
or other disposition of property, whenever acquired, shall be the basis determined under 
subsection (a), adjusted as hereinafter provided. 

“(1) Proper adjustment in respect of the property shall in all cases be made— 

“(A) For expenditures, receipts, losses, or other items, properly chargeable to capital 


” 


account. ... . 

60 320 U.S. 489 at 492, 493. 

61 Collins Estate, 46 B.T.A. 765 (1942) ; 320 U.S. at 502-503. 

62 320 U.S. at 501, 502. In connection with the accounting problem raised by step 
transactions, he stated: “When the Court cannot separate the elements of a decision so 
as to identify a clear-cut mistake of law, the decision of the Tax Court must stand... . 
When an apparently integrated transaction, shall be broken up into several separate steps 
and whether what apparently are several steps shall be synthesized into one whole 
transaction is frequently a necessary determination in deciding tax consequences. Where 
no statute or regulation controls, the Tax Courts selection of the course to follow is no 
more reviewable than any other question of fact. Of course we are not here considering 
the scope of review where constitutional issues are involved. . . . Whatever latitude exists 
in resolving questions such as those of proper accounting, treating a series of transactions 
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A second accounting problem was the adjustment required to capital 
account because of the prior tax benefit. No general rule was followed 
of adjusting the capital account because of a prior deduction of loss. 
Where no tax benefit had been received from the deduction, no adjust- 
ment was made by the Tax Court; Mr. Justice Jackson found substantial 
evidence to support this result.** If a tax. benefit had been received, an 
adjustment was made. In this instance, Mr. Justice Jackson held that the 
Tax Court had discretion to determine the applicable rule.** Thus, the 
same conflict as to scope of review appears. 

It is well worth observing the effect of all this manoeuvering. If the 
transactions had been treated as separate units, or if the prior deduction 
required an adjustment pursuant to.Section 113(b) (1) (A), the recovery 
would have been taxable as ordinary gain in all cases. Instead, the Tax 
Court decided to base its adjustment on the tax benefit—a factor of great 
significance in the fairness of the result but of no significance in deciding 
whether or not the recovery constituted a return of capital. 

Both accounting problems reveal the same characteristics.*° An appli- 
cation of a formulated legal rule to facts is not involved because neither 
statute nor regulation contains an applicable rule. Generally, when a 
desired rule is associated with a particular clause of the statute, a court 
may so “interpret” the statute to “find” that rule. This procedure is not 
available for accounting problems for two reasons. First, the statutory 
clause covering the litigated fact situation may concern an issue governed 
by standards so completely different that the accounting problem solution 
may require a conflicting result. Thus, the tax benefit problem arose in 
a situation covered by a statutory provision dealing with capital adjust- 


5 


as one for tax purposes, or treating apparently separate ones as single in their tax 
consequences, exists in the Tax Court and not in the regular courts.” 

63 320 U.S. at 504. “What in the circumstances of this case, was a proper adjustment 
of the basis was thus purely an accounting problem and therefore a question of fact for 
the Tax Court to determine. ... We think there was substantial evidence to support 
such a conclusion.” 

64 320 U.S. at 507. “In determining whether the recoveries were taxable gain, however, 
the Tax Court was free to decide for itself what significance it would attach to the 
previous reduction of taxable income as contrasted with reduction of tax. The statute 
gives no inkling as to the correctness or incorrectness of the Tax Court’s view, and we 
can find no compelling reason to substitute our judgment.” I.R.C. § 22(b) (12) now makes 
provision for some cases of recoveries. 

65 It is here suggested that, in effect, the Supreme Court has carved out a special 
category of problems for novel treatment. Although these will be called accounting 
problems throughout this article, the category is not to be confused with tax accounting 
principles which are rules of law embodied in statute or regulation. Compare the language 
in Dixie Pine Products Co. v. Comm’r, 320 U.S. 516, 518, 519 (1944): “The applicable 
principles of accounting on the accrual basis had been adduced and applied by the Board 
of Tax Appeals in numerous decisions.” 
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ments. In the several cases, the standards governing the determination 
of capital called for a uniform result. However, whether a transaction 
constitutes a return of capital or income has no relation to prior taxation. 
Since the solution to the tax benefit problem required contrary results in 
these cases it was not possible to arrive at that solution under the guise 
of interpreting the statutory provision dealing with capital adjustments. 
Second, an accounting problem may cut across numerous statutory pro- 
visions and the interpretation process may be inhibited by the contrary 
results in the accounting solution necessitated by the varying statutory 
environment in which it operates. Prevention of tax evasion may require 
that two series of transactions governed by different statutory provisions 
be treated as one transaction in one case and as separate transactions in 
the second. Thus, the accounting problem involves the determination of 
a. rule of law where the problem is of such complexity, and where the rule 
must take so many factors into account that no one case will include all 
of them and no statutory clause can serve as a vehicle for the device of 
interpretation. 

It now becomes a bit clearer as to why the factual review statement was 
so contradictory. Under the usual scope of review for administrative 
decisions, the agency is upheld if there is substantial evidence to support 
its findings of fact.°* The Dobson case, however, decided to’ manipulate 
the fact-law categories for purposes of review. With this in mind, -a 
determination of the solution to an accounting problem, which would 
usually be regarded as raising a legal issue, is labeled factual. To this 
category, the scope of review formula cannot be applied. There are no 
accepted standards of wisdom or desirability of rules of law unless a 
social philosophy is agreed upon or presumed; it therefore cannot be de- 
cided whether there is substantial evidence to uphold them. For this 
reason, the factual determination must be final in the absence of statute 
or regulation. Factual, as used here, must be understood as restricted to 
accounting problems, and not the ordinary findings of fact. It apparently 
would have been better to treat the accounting problem as an entirely 
separate category in which the Tax Court has discretion where the statute 
and regulations are silent. This was the formula applied in upholding 
the capital adjustments due to tax benefits. That the danger of confusion 
from the conglomeration is great may be seen from the conflicting 
standards applied in the Dobson case. It would scarcely appear reason- 
able to contend that the same issue has two different standards of review 


depending upon how it is decided. 


66 Administrative Procedure in Government Agencies, SEN. Doc. No. 8, 77th Cong, 
lst Sess. 89. 
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In Douglas v. Commissioner,” the taxpayer had received advance 
royalties on which he had claimed the permitted depletion allowances with- 
out actual depletion having occurred. At the time the mine closed, the 
depletion which had been claimed still had not taken place. The same 
statutory provision, section 113(b)(1)(A) was applicable. Here, how- 
ever, the statutory requirement that an adjustment be made for “other 
items properly chargeable to capital account” was implemented by a 
treasury regulation. All allowances not offset by actual depletion were 
required by the regulation to be added to income the year the mine closed.* 
Because no tax benefit had been received from the allowances, the Board 
of Tax Appeals declined to apply the regulation.*® This decision was 
reversed by the Circuit Court of Appeals,”° and the Supreme Court up- 
held by an equally divided vote. Mr. Justice Reed ruled that “other items” 
included depletion and that the treasury regulation was valid. The facts 
were said to be undisputed. Thus, where a regulation provides a rule,” 
the tax benefit issue, an accounting problem, is no longer factual but one 
of law which may be reviewed on the merits. The dissenting: Justices 
thought the regulation was invalid, but did not raise the fact-law issue. 

In view of the fact that the Supreme Court has expressly labeled certain 
issues as accounting problems, it would seem that, whatever the un- 
certainties of other aspects of the Dobson rule, the Circuit Courts would 
have no difficulty in step transactions. Unfortunately, the contrary is true. 
This is not to deny that in some cases, review has not been upon the 
merits,”* but they constitute a minority of the cases.” 





67 322 U.S. 275 (1944). 

68 Reg. 94, Art. 23(m)-10: “(c) If for any reason any such mineral lease expires or 
terminates or is abandoned before the mineral which has been paid for in advance Has 
been extracted and removed, the lessor shall adjust his capital account by restoring 
thereto the depletion deductions made in prior years on account of royalties on mineral 
paid for but not removed, and a corresponding amount must be returned as income for 
the year in which the lease expires, terminates or is abandoned.” 

69 46 B.T.A. 943 (1942). 

70 134 F. (2d) 762 (1943). 

71 “The deficiency here assessed falls squarely under the subsection [of the regulation].” 
322 U.S. 280. 

72 Step transactions: Sperella Co. Inc. v. Comm’r, 155 F. (2d) 908 (C.C.A. 2d, 1946) ; 
Comm’r v. North Shore Bus Co., 143 F. (2d) 114 (C.C.A. 2d, 1944); Okonite Co. v. 
Comm’r, 155 F. (2d) 248 (C.C.A. 3d, 1946); Meurer Steel Barrel Co. Inc. v.°‘Comm’r, 
144 F. (2d) 282 (C.C.A. 3d, 1944) cert. denied 324 U.S. 860 (1945), reh. denied 325 U.S. 
892 (1945) ; Hunter v. Comm’r, 140 F. (2d) 954 (C.C.A. 5th, 1944) ; Lowry v. Comm’r, 
154 F. (2d) 448 (C.C.A. 6th, 1946); Helvering v. Meredith,-140 F. (2d) 973 (C.C.A. 
8th, 1944) ; Clover v. Comm’r, 143 F. (2d) 570 (C.C.A. 9th, 1944) ; Heller v. Comm’r, 
147 F. (2d) 376 (C.C.A. 9th, 1945). 

78 Reversing Tax Court: Thornley v. Comm’r, 147 F. (2d) 416 (C.C.A. 3d, 1945); 
Prairie Du Chien-Marquette B. Co. v. Comm’r, 142 F. (2d) 624 (C.C.A. 3d, 1944). 
Affirming on merits: Stoddard v. Comm’r, 152 F. (2d) 445 (C.C.A. 2d, 1945) ; Stoddard 
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In Prairie Du Chien-Marquette B. Co. v. Commissioner," the basis for 
depreciation was at issue. If a prior reorganization had complied with 
Section 112(g)(1), the transferor’s basis should be used under Section 
113(a)(7). There would be compliance with Section 112(g) (1), if the 
assets of one corporation were transferred to another corporation, and 
immediately thereafter the first corporation or its stockholders were in 
control of the second. In the reorganization in question the persons who 
were stockholders of the first corporation obtained their equity securities 
in the second, not because they held stock in the first corporation, but 
because they were creditors of it. The creditors committee had purchased 
the assets of the first corporation and transferred them to the second for 
its stock. No compliance with Section 112(g)(1) was found by the Tax 
Court, but the Third Circuit reversed. The latter Court held that the 
transitory phase of transfer through the creditors should be ignored, and 
the entire transaction should be treated as one scheme. Despite the fact 
that the Court recognized that a step transaction was involved, it declined 
to follow the Dobson doctrine and accord finality to the Tax Court 
decision. 

In other cases, the presence of the problem is not even expressly notéd.” 
A loss deduction was involved in Stoddard v. Commissioner."® The tax- 
payer had exchanged a second mortgage note for worthless second mort- 
gage bonds in a reorganization. He sought to deduct his full investment 
in the notes as a bad debt, but the Tax Court limited the loss on the bonds 
pursuant to the capital loss provisions of Section 117(d). Judge Frank 
rejected on the merits the taxpayer’s contention that the exchange was 
fictitious since the bonds were valueless: “The fact that taxpayers ex- 
changed the old security for a new one is a fact that cannot be ignored.” ™ 
By emphasizing the exchange he lost sight of the possibility that the two 
transactions could be handled as a unit for tax purposes, and that the 
decision was for the Tax Court. 





v. Comm’r, 141 F. (2d) 76 (C.C.A. 2d, 1944) ; General Plastics Inc. v. Comm’r, 145 F 
(2d) 731 (C.C.A. 2d, 1944); In re Rae’s Estate, 147 F. (2d) 204 (C.C.A. 3d, 1945); 
John Wanamaker Philadelphia v. Comm’r, 139 F. (2d) 644 (C.C.A. 3d, 1943); United 
Gas Improvement Co. v. Comm’r, 142 F. (2d) 216 (C.C.A. 3d, 1944), cert. denied 323 
U.S. 739 (1944) ; Howell v. Comm’r, 140 F. (2d) 765 (C.C.A. 5th, 1944) cert. denied 
322 U.S. 735 (1944); American Lib. Pipe Co. v. Comm’r, 143 F. (2d) 873 (C.C.A. 5th, 
1944) cert. denied 323 U.S. 796 (1945) ; Trenton Cotton Oil Co. v. Comm’r, 147 F. (2d) 
33, adhered to on reh. 148 F. (2d) 208 (C.C.A. 6th, 1945) (reversing Tax Court on 
another ground) ; Reis v. Comm’r, 142 F. (2d) 900 (C.C.A. 6th, 1944) ; Oberwinder v. 
Comm’r, 147 F. (2d) 255 (C.C.A. 8th, 1945). 

74142 F. (2d) 624 (C.C.A. 3d, 1944). 

75 John Wanamaker Philadelphia v. Comm’r, 139 F. (2d) 644 (C.C.A. 3d, 1943); 
Howell v. Comm’r, 140 F. (2d) 765 (C.C.A. 5th, 1944). 

76152 F. (2d) 445 (C.C.A. 2d, 1945). 

77 Td. at 446. 
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In a number of cases, the accounting label has been attached to issues 
which do not fit within the category as here defined. Repplicr Coal Co. v. 
Commissioner ™ illustrates a number of confusions. The taxpayer owned 
a mine which was past the development stage in 1936, the tax year in 
question. A tunnel was built at a cost of approximately $86,009, making 
available 394,000 tons of coal, of which 5,000 were mined and sold in 
1936. The Tax Court upheld a disallowance of part of the cost of build- 
ing the tunnel as a deferred expense, and held that the cost was a capital 
expenditure to be recovered through depletion. Whether or not the ex- 
penditure should be capitalized or treated as a deferred expense requires 
the weighing of numerous factors. Because of this dependence upon the 
individual facts,’® and because the issue is the type of problem with which 
accountants customarily deal,®° the Third Circuit designated the issue as 
an accounting problem.** No complex rule of law was involved, however. 
What is here involved is the application of accepted rules to the facts. 
The broad contours of the two categories are well recognized, though, at 
the periphery, the mixture of elements from both categories may make 
the decision doubtful. In this respect, they resemble the usual factual 
issues. While the issue is one of fact subject on review to the substantial 
evidence rule, it is not an accounting problem. 


78140 F. (2d) 554 (C.C.A. 3d, 1944). 

79 Comm’r v. Capento Securities Corp., 140 F. (2d) 382 (C.C.A. Ist, 1944) “This 
wouid seem to be ‘only a question of proper tax accounting’ in which the decision of the 
Board is controlling on the courts, there being no provision of statute or regulation 
specifically requiring a contrary holding” (at 386). The Court also agreed on the merits. 
The issue here involved, whether the excess of subscription price over retirement price 
of preferred stock constituted gain to the issuer, is a repetitive situation, and, hence, not 
even factual. Comm’r vy. Arnold, 147 F. (2d) 23 (C.C.A. Ist, 1945) “The decision in this 
case turns largely upon its special facts. . . . This would seem to be a question of proper 
tax accounting, and in the absence of any statute or regulation requiring a contrary 
holding, the decision of the Tax Court is conclusive” (at 25, 26). 

80 Affirmed alternatively as accounting problem and on the merits: Shellabarger Grain 
Products Co. v. Comm’r, 146 F. (2d) 177, 183 (C.C.A. 7th, 1944 (repetitive situation) ; 
cf. Comm’r v. New Hampshire Fire Ins. Co., 146 F. (2d) 697 (C.C.A. Ist, 1945). 

81 “The taxpayer has referred us to numerous accounting authorities for support of its 
contention. However, in so far as the problem at hand involves rules of accounting, the 
determination of the appropriate rule of accounting is a matter solely within the Tax 
Court’s competence under the Dobson decision. The amount of the expenditure, the 
nature of the improvement, its effect on the value of the mine, these and others are 
factors for the Tax Court to weigh in determining the accounting rule to be applied... . 
Since this conclusion of the Tax Court is precluded by neither’ the statute nor the 
regulations, it must be accorded by us the-finality to which it is entitled under the Dobson 
decision. 140 F. 2d at 556. Both factors appear to be present also in Adams v. Comm’r, 
155 F. (2d )246 (C.C.A. 3d, 1946) “Income tax liability does not stand or fall with the 
particular method adopted by corporate accountants in reflecting transactions under 
scrutiny. ... In the last analysis, the case turns on a dispute over proper accounting 
procedure for income tax collection purposes” (at 248). 
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In the same case the taxpayer had elected to take percentage depletion 
which is computed on the basis of gross and net income from the property. 
A treasury regulation defined gross income as the amount received for 
the mineral product.*? The taxpayer made a profit on the sale of dynamite 
and rental of lamps to the miners, and sought to have this profit included 
in the depletion basis. This contention was rejected by the Tax Court. 
On appeal, the Third Circuit purported to see an accounting problem in 
the issue. It thought that the answer hinged on whether the payment of 
wages to the miners and receipt of payments from them for goods sold 
should be considered as one or separate transactions. Even if it were one 
transaction, however, the regulation would clearly exclude the profit on 
the dynamite and lamps. The rule of the regulation is that gross income 
includes only returns from the mineral product. The Tax Court could 
not bring in through the side door under the guise of an accounting 
problem that which the regulation bars from the front door. 

A third accounting problem appears in Raffold Process Corp. v. Com- 
missioner.** One individual had formed three corporations all the stock 
of which he held except for directors’ qualifying shares. Two of the 
corporations lent sums to the third which owned foreign patent rights 
as its sole asset. Believing the patent rights worthless, a composition 
agreement was made in 1939 providing for settlement of the debt for a 
10 per cent payment. During the same year, the European patent rights 
were lost because of non-payment of fees. The Tax Court held that all 
the patent rights were not valueless in 1939 and, therefore, disallowed 
the bad debt deduction. It furthermore held that the creditor corporations 
could not claim a loss on the European patent rights of the debtor. On 
appeal, the First Circuit held that whether or not the separate corporate 
identity of the three corporations ought to be ignored for tax purposes 
is an accounting problem to be decided by the Tax Court.** Although 
some cases have not so treated it,*° the issue as to whether the corporate 
veil ought to be pierced is one which will satisfy the characteristics of an 


82 Reg. 86 and 94, Art. 23(m)-1(g): “Gross income from the property . . . means 
the amount for which the taxpayer sells (a) the crude mineral product of the property 
or (b) the product derived therefrom, . . .” 

83 153 F. (2d) 168 (C.C.A. Ist, 1946). 

84“The Tax Court in its opinion said that no exceptional circumstances were present 
in the case at bar to warrant treatment of the three corporations as a single entity for 
tax purposes and this determination being with respect to a matter of proper tax account- 
ing, is outside the scope of our review under the doctrine of Dobson v. Commissioner. . . .” 
153 F. 2d at 172. 

85 Paymer v. Comm’r, 150 F. (2d) 334 (C.C.A. 2d, 1945) (reversing in part) ; Neville 
Coke & Chemical Co. v. Comm’r, 148 F. (2d) 599 (C.C.A. 3d, 1945) cert. denied 66 S. Ct. 
30 (1945) (affirming on merits) ; Comm’r v. Montgomery, 144 F. (2d) 313 (C.C.A. Sth, 
1944) (affirming on merits). 
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accounting problem. It involves the determination of a rule of law which 
is so complex and requires the consideration of so many factors that no 
one case will cover all aspects of it, and it cannot be promulgated as an 
interpretation of a statutory provision. There is no recognized generally- 
applicable concept as to when a corporate existence should be ignored for 
tax purposes.** Any attempt to devise such a rule would not result in one 
simple formula, but many rules for different situations. Because of this 
variety of rules, it would not be possible to read it into any statutory 
provision. 


APPLICATION OF FACTUAL-LEGAL CATEGORIES 


Realization of Gain. Commissioner v. Smith * raised the issue whether 
an employee realized gain from the purchase of stock from his employer 
at a price below its fair market value. Gains from compensation for 
personal services “in whatever form paid” are included in income by 
statute,*’ and the applicable regulation includes within “form paid” the 
sale of property at substantially below its fair market value.* 

As compensation for his services, the taxpayer received an option to 
purchase stock of another corporation from his employer. The Tax 
Court ** found that the option had no value at the time it was received, 
and that the intended compensation would be realized upon the purchase 
of shares at a subsequent date when their value had risen. In two sub- 
sequent years, the taxpayer exercised the option as planned. Upon appeal, 
the Ninth Circuit reversed, holding that the exercise of the option 
constituted a capital investment upon which the gain, if any, would only 
be realized when the stock would be sold. 

In turn, the Circuit Court of Appeals was reversed by the Supreme 


85a See Cleary, The Corporate Entity in Tax Cases (1945) 1 Tax L. Rev. 3, 4, 20. 
Moreover, the rule would, in part depend upon whether it is the taxpayer or Commissioner 
who seeks to ignore the corporate existence. Jd. at 21. 

86 324 U.S. 177 (1945), aff'd on reh. 324 U.S. 695 (1945). 

87T.R.C. §22(a): “‘Gross income’ includes gain, profits, and income derived from 
salaries, wages or compensation for personal service... . of whatever kind and in what- 
ever form paid, or from professions, vocations, trades, businesses, commerce, or sales or 
dealings in property, whether real or personal, growing out of the ownership or use of an 
interest in such property ; also from interest, rent, dividends, securities, or the transaction of 
any business carried on for gain or profit, or gains or profits and income derived from any 
source whatever... .” 

88 Reg. 101, Art. 22(a)-1: “If property is transferred ... by an employer to an 
employee, for an amount substantially less than its fair market value, regardless of whether 
the transfer is in the guise of a sale or exchange” the difference between the price and 
value is included in gross income to the extent that it is “compensation for services 
rendered. .. .” 

89 B.T.A. Dkt. 110-050, P-H T.C. Memo. Serv. 7 43101 (1943). 

90 142 F. (2d) 818 (1944). 
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Court. Substantial evidence was found to sustain the finding of the 
Tax Court that the exercise of the option, which had no value when 
issued, was the intended compensation. That finding brought the case 
within the regulation, which, the Court decided, had been correctly 
applied. 

Income is a concept similar to “office” or “place of business” in that, 
while there exists a common understanding of it, its boundaries are un- 
defined. In each case, it is therefore necessary to interpret the term to 
determine whether the combination of facts constitute income.” If that 
particular combination is not standard—if it is not the type of transaction 
which occurs with frequency—it is to be expected that the case would be 
treated as raising a factual issue. On the other hand, if the transaction is 
a fairly common one, a stereotyped combination, it would be treated as 
an issue of law. The purchase by a debtor of his obligation bélow face 
value would be a transaction within the latter category.” 

In the Smith case, however, the term “income” was provided with an 
applicable definition by regulation under which a sale of property below 
value as compensation for services was brought within its scope. Never- 
theless, that definition did not convert the entire case into a factual issue. 
Whether the option were given as compensation for services, and whether 
the exercise of the option were the intended compensation, both remained 





factual issues. 
Transfer of Income While Retaining Benefits. Attempted evasion of 
high surtax brackets has led to the utilization of schemes designed to 


91“. . , no simple, conclusive criterion has yet been found to determine in all situations 
what is a sufficient gain to support the imposition of an income tax. No more can be said 
in general than that all relevant fact and circumstances must be considered.” See Comm’r 
v. Wilcox, 90 L. ed. 553, 555 (1946). 

92 Affirming on merits: Fifth Ave.-Fourteenth St. Corp. v. Comm’r, 147 F. (2d) 453 
(C.C.A. 2d, 1944, modified on denial of reh., 1945) (Held to constitute gain, but reversing 
on evidence point. This issue is now covered, in part, by explicit statutory provisions. 
See I.R.C. §22(b)(9)). The following are similar: Harris v. Comm’r, 143 F. (2d) 
279 (C.C.A. 2d, 1944) (Gain held realized on sale of futures above purchase price 
although other futures simultaneously purchased, and broker did hot transmit proceeds) ; 
Johnston v. Helvering, 141 F. (2d) 208 (C.C.A. 2d, 1944) cert. denied 323 U.S. 715 
(1944) (Life tenant held to realize gain upon receipt of funds paid from capital of estate 
under a salvage operation apportionment). In Comm’r v. Capento Securities Corp., the 
Tax Court was upheld alternatively on the merits and because an accounting problem 
was thought to be present. See note 79 supra. In the following cases the Tax Court 
was reversed on the problem of whether the assumption of the taxpayer’s obligations 
constituted income to it: Denholm & McKay Realty Co. v. Comm’r, 139 F. (2d) 545 
(C.C.A. Ist, 1944) (Dividends on taxpayers preferred stock paid by guarantor of the 
stock) ; -D. D. Oil Co. v. Comm’r, 147 F. (2d) 936 (C.C.A. 5th, 1945) (Buyer of 
property assumes seller’s debt which was not, however, cancelled. Tax Court held amount 
of debt included in price for gain computation). While it appears proper to apply a rule 
of general applicability to these cases, that is no indication that the rule is correct. 
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divide the income into several portions, each of which would be taxed at 
a lower rate. At the same time that part of the income is attributed to 
another person for tax purposes, the earner retains the same practical 
benefits he previously had. The tax problem remains one of determining 
who earned the income. In evaluating such a set-up, it is necessary to 
consider the relationship of the persons concerned to the income before 
and after the plan was put into effect. Who worked for the income or who 
owned the property which resulted in the income before and after the 
reallocation, and how that income was spent in both periods are all 
factors to be weighed in choosing the taxable person. In the case of 
each factor innumerable possibilities not only are conceivable, but exist. 
Since family life is not molded into any fixed patterns it is hardly likely 
that the same combination of facts will reappear in litigation. The issue 
is clearly factual under the Scottish American Trust Co. case. 

In Lusthaus v. Commissioner,** a family partnership was the device 
utilized to divide the family income. That income was received from 
two stores owned and operated by the taxpayer since 1933. To reduce 
prospective taxes, a partnership agreement was drawn up between the 
taxpayer and his wife under which the latter paid approximately $105,000 
for her interest. Payment for the interest consisted of $50,000 previously 
given to the wife by her husband for the purpose and notes for $55,000 
signed by the wife. A certificate was received from the state authorizing 
them to carry on the business as a partnership. It was understood that 
the notes would be paid from the partnership profits. Both before and 
after the formation of the partnership, the wife worked in the store 
when needed. She received no compensation for her services before the 
agreement was made. Neither partner could draw profits or sell his 
interest without the other’s consent, but the taxpayer retained full control 
of the management. From these facts, the Tax Court * inferred that the 
arrangement did not alter the husband’s economic interest in the business, 
and, therefore, the income was taxable to the husband rather than as 
partnership profits.°* Both the Circuit Court of Appeals *’ and Supreme 
Court affirmed since substantial evidence was found to sustain the Tax 


93 |. if... the end result of the creation of a husband-wife partnership, though 
valid under state laws, is that income produced by the husband’s efforts continues to be 
used for the same business and family purposes as before the partnership, failure to tax 
it as the husband’s income would frustrate the purpose of . . . §22(a). By the simple 
expedient of drawing up papers, single tax earnings cannot be divided into two tax units 
and surtaxes cannot be thus avoided.” Comm’r v. Tower, 90 L. ed. 559, 565, 566. (1946). 

9490 L. ed. 567 (1946). 

95 3 T.C. 540 (1944). 

96 Under I.R.C. §§ 181, 182, each member of a partnership is taxed only for his share. 

97 149 F. (2d) 232 (C.C.A. 3d, 1945). 
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Court’s findings: the inference was permissable that the partnership 
“brought about no real change in the economic relation of the husband 
and his wife to the income in question.” ** 

Most Circuits have accorded the same type of review to cases involving 
family partnerships.** In this respect, Singletary v. Commissioner °° is 
almost a sport. Subsequent to the marriage of the taxpayer in 1929, his 
wife worked as teacher and secretary. In 1936, from the joint family 
savings account of $300 to $400 and a loan of $1000, the taxpayer pur- 
chased a filling station. In this business, his wife handled the office until 
1940 when she gave birth to a child. Thereafter, she worked occasionally. 
In 1939, after the business had grown, a partnership agreement was 
entered into between the taxpayer and his wife, and, in 1941, taxpayer’s 
father and mother were made partners for a consideration consisting of 
notes secured by a mortgage on property.. The notes were subsequently 
paid from the profits of the business. Neither father nor mother per- 
formed services of consequence. An understanding existed between the 
father and taxpayer that the partnership interest would be restored to the 
son by will. The wife had a separate bank account after the partnership 
was formed and entered into several ventures apart from her husband. 
In question were taxes for 1940 and 1941. A Tax Court ruling that all 
the income was taxable to the petitioner was reversed by the Fifth Circuit 
insofar as it included the wife’s interest. Yet, the fact that the agreement 
was entered into after the business grew, and that, not only did the wife 
not add anything to the business after the partnership was formed, but, 
instead, withdrew her services, tend to support the finding that no busi- 
ness purpose was served by the agreement. It was a device to reallocate 
income within the family for tax purposes. True, there were facts present 
from which the contrary inferences could be drawn, but, in such a case, 
the inferences which the Tax Court chose to make should prevail. 

Cliford Trusts. Another device to reallocate family income for tax 
purposes is the trust. Under the Clifford case,’ the income from a trust 





98 See Comm’r v. Tower, 90 L. ed. 559, 566 (1946). 

99 Siebert v. Comm’r, 156 F. (2d) 227 (C.C.A. 2d, 1946); Miller v. Comm’r, 150 F. 
(2d) 823 (C.C.A. 2d, 1945); Mauldin vy. Comm’r, 155 F. (2d) 666 (C.C.A. 4th 1946) ; 
Argo v. Comm’r, 150 F. (2d) 67 (C.C.A. 5th, 1945) cert. denied 66 S. Ct. 144 (1945); 
Thorrez v. Comm’r, 155 F. (2d) 791 (C.C.A. 6th, 1946) ; Lowry v. Comm’r, 154 F. (2d) 
448 (C.C.A. 6th, 1946); Supornick v. Comm’r, 150 F. (2d) 110 (C.C.A. 8th, 1945); 
Doll v. Comm’r, 149 F.- (2d) 239 (C.C.A. 8th, 1945) cert. denied 66 S. Ct. 30 (1945) ; 
Tyson v. Comm’r, 146 F. (2d) 50 (C.C.A. 8th, 1944) ; Bradshaw v. Comm’r, 150 F. (2d) 
918 (C.C.A. 10th, 1945). In Grant v. Comm’r, 150 F. (2d) 915 (C.C.A. 10th, 1945), the 
Tax Court was upheld both on the substantial evidence rule and upon the merits. 

100 155 F, (2d) 207 (C.C.A. 5th, 1946). There was also a reversal in Comm’r v. Tower, 
148 F. (2d) 388 (C.C.A. 6th, 1945), rev'd 90 L. ed. 559 (1946). 

101 Clifford v. Helvering, 309 U.S. 331 (1940). 
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is taxable to the settlor if he retains such benefits that he has, in effect, 
the equivalent of economic ownership.** The particular characteristics 
which led the Court to sustain the tax on the settlor were: (1) the short 
term of the trust and the reversion; (2) the family relationship between 
the settlor and beneficiaries ; and (3) the broad powers of control retained 
by the settlor as trustee. To determine whether or not a trust falls under 
the Clifford doctrine, numerous factors must be considered: the wealth 
of the settlor ; the sum placed in trust; the relationship of the settlor and 
beneficiary ; whether the settlor would have disposed of the trust income 
in the same manner had there been no trust; whether the settlor was also 
trustee or had such a relation to the trustee that he had the assurance of 
controlling his actions; the power of the trustee-settlor to choose invest- 
ments, accumulate income, invade corpus, alter the shares of beneficiaries, 
and vote the securities ; and the relation of the settlor to the corporation 
the securities of which constitute the corpus; ***—to mention only a few 
of the factors. In any particular case, the ultimate conclusion will depend 
upon the composite picture of all the elements in the situation which go 
to make up the benefits of ownership.** No assigned weight may be 


102 Thus in Clifford v. Helvering, 309 U.S. 331, 336 (1940), the settlor was held taxable 
for the trust income because he “retained the substance of full enjoyment of all rights 
which previously he had in the property.” In Stockstrom v. Comm’r, 151 F. (2d) 353, 
356 (C.C.A. 8th, 1945), the court remarked that the “power to command trust income is 
equivalent to taxable enjoyment thereof.” In Stockstrom v. Comm’r, 148 F. (2d) 491, 495 
(C.C.A. 8th, 1945) cert. denied 66 S. Ct. 23 (1945), the Court stated the issue thus: Can 
the settlor “be said to have such a bundle of rights or an aggregate of direct and indirect 
satisfactions as to be fairly equivalent for tax purposes under section 22(a) to a retention 
of economic ownership of the property.” 

108 “The Clifford case makes clear that the technical law of trusts is not necessarily 
the criterion of appraisal in a settlor’s tax situation under section 22(a), but that a 
practical evaluation is entitled to be made of all the benefits and satisfactions which a 
settlor is able to enjoy from the trust property, including the incidents of which he has 
chosen to retain control either as settlor or settlor-trustee, and that all these elements 
may be aggregated and weighed against his previous title, use and enjoyment of the 
property in the family relationship. . . . Certainly, what in the hands of an outsider- 
trustee may only amount to administrative powers over property can well as to a settlor- 
trustee have more than a fiduciary significance or value in the nexus of previous ownership, 
family economics, technical dedication and continued control.” Stockstrom v. Comm’r, 
148 F. (2d) 491, 495 (C.C.A. 8th, 1945) cert. denied 66 S. Ct. 23 (1945). “We cannot 
say that the Tax Court’s appraisal of the combination of petitioner’s control of the trust 
property and of the power to dispose of its income, as being equivalent practically, in 
petitioner’s family situation and in relation to the purpose which the property would serve 
without the dedication, to a retention of the economic ownership of the property is without 
a ‘rational basis.’” Funsten v. Comm’r, 148 F. (2d) 805, 810 (C.C.A. 8th, 1945). 

104“Qur point here is that no one fact is normally decisive but that all considerations 
and circumstances of the kind we have mentioned are relevant to the questions of owner- 
ship and are appropriate foundations for findings on that issue.” See Helvering v. 
Clifford, 309 U.S. 331, 336 (1940). “The answer ... must depend on an analysis of 
the terms of the trust and all the circumsfances attendant on its creation and operation.” 
Id. at 335. 
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given to any one fact, and, in any individual case, these factors will appear 
in varying combinations. Under such circumstances, decisions of the Tax 
Court in this field would appear to fall within the factual category.’” 
The Eighth Circuit Court of Appeals, after starting off by treating 
Clifford trust issues as legal,’ altered its position and has recently ob- 
served the substantial-evidence rule.*°%* Most Circuits,?° however, con- 
tinue to avoid utilizing the factual category through various devices. 

In the Cushman case,’* the Second Circuit, while not purporting to 
question the view that the inference to be drawn from the composite 
factors was a factual issue for the purpose of review, nevertheless, held 
that whether or not any one factor was of sufficient weight to support 
the ultimate inference gave rise to a “rule of general applicability.” *°° 


105 Unless a Treasury regulation covers any particular aspect of it. “These are general 
principles which are applicable to any trust dedication in determining the donor’s taxability 
on the income under section 22(a), except where a statute or a treasury regulation may 
have removed some particular situation from their operation/and subjected it to a special 
rule.” Edison v. Comm’r, 148 F. (2d) 810,’ 814 (C.C.A. 8th, 1945). 

106 In Mahaffey v. Helvering, 140 F. (2d) 879 (C.C.A. 8th, 1944) the Eighth Circuit 
declined to sustain the Tax Court. There the settlor set up a trust for the life of his aged 
mother who was the beneficiary, and subsequently sold his reversion. In the Tax Court the 
settlor was held to be taxable for the income. The short life expectancy of the mother, the 
reversion, and the likelihood that the settlor would have used the income in the same manner 
had there been no trust, are all elements which tend to support the finding of the Tax Court. 
These elements certainly constituted substantial evidence. The reversal is most likely due 
to the recency of the Dobson case at the time the opinion was handed down. In another 
early case, George v. Comm’r, 143 F. (2d) 837 (C.C.A. 8th, 1944) cert. denied 323 U.S. 
778 (1944), the Tax Court decision was sustained on the alternate grounds that the 
Circuit Court had reached the same conclusion independently, and that the decision of 
the Tax Court was final if supported by substantial evidence. The same transition may 
be noted in the Sixth Circuit. See note 107a infra. 

107 Stockstrom v. Comm’r, 151 F. (2d) 353 (C.C.A. 8th, 1945); Id. 148 F. (2d) 491 
(C.C.A. 8th, 1945) cert. denied 66 S. Ct. 23 (1945) ; Edison v. Comm’r, 148 F. (2d) 810 
(C.C.A. 8th, 1945) ; Funsten v. Comm’r, 148 F. (2d) 805 (C.C.A. 8th, 1945). 

1072 Tn the following cases the Tax Court decision was reversed: Cushman v. Comm’r, 
153 F. (2d) 510 (C.C.A. 2d, 1946); Sunderland v. Comm’r, 151 F. (2d) 675 (C.C.A. 
3d, 1945) ; Hawkins v. Comm’r, 152 F. (2d) 221 (C.C.A. 5th, 1945); Central Nat. Bank 
v. Comm’r, 141 F. (2d) 352 (C.C.A. 6th, 1944); Comm’r v. Hall, 150 F. (2d) 304 
(C.C.A. 10th, 1945); Armstrong v. Comm’r, 143 F. (2d) 425 (C.C.A. 10th, 1944). In 
the following they were upheld after an independent review on the merits: Hyman v. 
Noonan, 143 F. (2d) 425 (C.C.A. 2d, 1944) ; Foederer v. Comm’r, 141 F. (2d) 53 (C.C.A. 
3d, 1944) ; Steckel v. Comm’r, 154 F. (2d) 4 (C.C.A. 6th, 1946); Losh v. Comm’r, 145 
F. (2d) 456 (C.C.A. 10th, 1944). In Littel v. Comm’r, 154 F. (2d) 922 (C.C.A. 2d, 
1946), the Tax Court was upheld on the alternative grounds that the Dobson rule applied, 
and that it was correct on the merits. Outside of the Eighth Circuit, only the Sixth 
has clearly applied the substantial evidence rule: Byerly v. Comm’r, 154 F. (2d) 879 
(C.C.A. 6th, 1946) ; Miller v. Comm’r, 147 F. (2d) 189 (C.C.A. 6th, 1945). 

108 Cushman v. Comm’r, 153 F. (2d) 510 (C.C.A. 2d, 1946). 

109 “Although it may be that the presence of sufficient factors to bring taxation of a 
trust within the doctrine of the Clifford case, supra, is to be treated as a question of 
fact, . . . nevertheless, whether or not a particular characteristic in the relationship of 
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Under the Clifford case, it must be remembered, no one factor has any 
definite weight; a decision must be based upon the composite picture. 
Any factor, if present in a succeeding case will appear in a different com- 
bination and with an altered significance. To arrive at a “rule of general 
applicability” would result either in giving the factor in question an 
artificial value by ignoring the variation in the accompanying facts or the 
utilization of the “rule” as a device to evade the factual category since 
every case would then have its own, individual “rule.” 

In the Littel case,“° Judge Learned Hand, acknowledged that the 
variety of factors in a Clifford trust called for finality of Tax Court 
decisions if properly supported. Nevertheless, on a specious plea that the 
Court still had some “vestigial” responsibility,* he reviewed the Tax 
Court decision on the merits.“* Because he arrived at the same result 
as the Tax Court had, the result was unaffected. In other cases, however, 
the overemphasis upon the Circuit Court’s jurisdiction may result in a 
failure to apply the Dobson rule. What remains of the reviewing court’s 
jurisdiction in factual issues is the power to check for the existence of 
substantial evidence, and not to review upon the merits. 

A second evasionary device is to review a Clifford trust decision as a 
legal issue because the interpretation of a trust instrument is involved. 
In Sunderland v. Commussioner,* the settlor, with the trustee’s acquies- 
cense had the power to direct that the income be accumulated, or that the 
‘corpus be invaded for the benefit of her beneficiary-daughter; and to 
receive and direct the spending of the income without accountability. The 
settlor commingled the trust income with her own and did not account for 
expenditures. A Tax Court decision that the income was taxable to the 


the grantor to that trust may be treated as an element of ‘control’ within the Clifford 
doctrine is a problem of ‘general applicability’ .. .” Jd. at 513. 

110 Littel vy. Comm’r, 154 F. (2d) 922 (C.C.A. 2d, 1946). 

111“The possible variants in trusts like these are so many that it is impossible to 
extract much help from the decisions; and, indeed, the answer of the Tax Court must 
almost always be accepted anyway. However, so far as we can ascertain, we still have 
a theoretical responsibility, however vestigial, and for that reason it has seemed to use 
[sic] proper to discuss the merits.” Jd. at 923. Compare the other extreme to which 
Judge Learned Hand has recently gone under the influence of Mr. Justice Frahkfurter’s 
views. Brooklyn Nat. Corp. v. Comm’r, 157 F. (2d) 450 (C.C.A. 2d, 1946). 

112 In Kohnstamm v. Pedrick, 153 F. (2d) 506 (C.C.A. 2d, 1945), the Court had before 
it a District Court decision on a Clifford trust. Judge Learned Hand said, “That question 
came to us in quite different form than upon an appeal from the Tax Court. Upon such 
an appeal . . . [the] decision [of the Tax Court] would conclude us, unless there emerged 
with inescapable clarity some error of law that we could not evade. Here, however, we 
have an appeal from a district judge, whom—however much we may personally defer to 
his opinion—we must not invest with that immunity which we accord to the Tax Court.” 
153 F. (2d) 506, 508, 509. Yet, what immunity is given the Tax Court if on review the 
decision on a factual issue may be reexamined on the merits? 

118 151 F. (2d) 675 (C.C.A. 3d, 1945). 
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settlor was reversed on appeal. The Circuit Court held that “It is specious 
to suggest that . . . [the settlor’s] control over the income thereof and 
her economic advantages therefrom were exactly the same as before. . . . 
She had nothing remaining in the property which she could dispose of 
by will and on her death the securities would not be part of her taxable 
estate.” “* This only confuses the issue of the benefits of ownership with 
legal title. The Court is intent upon the latter, when it is the former that 
is significant.*** 

Some of the elements in a Clifford situation are determined from the 
trust identure. While the interpretation of that instrument for this pur- 
pose is a question of local law,*** the weight to be accorded to those rela- 
tions, along with all the other significant factors is a factual issue.*** 
Thus, the Third Circuit concluded that the settlor could not use the in- 
come except for the benefit of the beneficiary. This conclusion resulted 
from its interpretation of the instrument. It does not follow, however, 
that the settlor did not retain economic benefits. Since she was wealthy, 
she would have spent the income on her daughter even without the trust. 
Her retention of the power (with the trustee’s consent) to direct an 
accumulation of incomé or invade the corpus, and so spend the income with- 
out accounting therefor left her in practically the same position; *** only 
the legal title had been divested.*° It appears, therefore, that substantial 
support existed for the Tax Court’s decision. 


114 Sunderland v. Comm’r, 151 F. (2d) 675, 678 (C.C.A. 3d, 1945). 

115 See note 117 infra. 

116 Comm’r v. Child’s Estate, 147 F. (2d) 368 (C.C.A. 3d, 1945). 

117 See note 103 supra. “Technical considerations, niceties of the law of trusts or con- 
veyances, or the legal paraphernalia which inventive genius may construct as a refuge 
from surtaxes should not obscure the basic issue. ... And where the grantor is the 
trustee and the beneficiaries are members of his family group, special scrutiny of the 
arrangement is necessary lest what is in reality but one economic unit be multiplied into 
two or more by devices which, though valid under state law, are not conclusive so far 
as §22(a) is concerned. . . . To hold otherwise would be . . . to let formalism obscure 
the normal consequences of family solidarity, and to force concepts of ownership to be 
fashioned out of legal niceties which may have little or no significance in such household 
arrangements.” (italics added) Helvering v. Clifford, 309 U.S. 331, 334, 336, 337 (1940). 

118“ | | the court must look to the whole nexus of relations between the settlor, the 
trustee and the beneficiary and if it concludes that in spite of their changed legal relations 
the three continue to act and feel toward each other as they did before, the income remains 
the settlor’s.” Helvering v. Elias, 122 F. (2d) 171, 172 (C.C.A. 2d, 1941) cert. denied 
314 U.S. 692 (1941). : 

119 “So far as his dominion and control were concerned it seems clear that the trust did 
not effect any substantial change. . .. There were, we may assume, exceptions, such as 
his disability to make a gift of the corpus to others during the life of the trust and to 
make loans to himself. But this dilution in his control would seem to be insignificant and 
immaterial since control over investment remained. If it be said that such control is the 
type of dominion exercised by any trustee, the answer is simple. We have at best a 
temporary allocation of income within an intimate family group. . . . It is hard to imagine 
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While paying lip-service**® to the Dobson case, the Tenth Circuit 
has tenaciously clung to the view that it has jurisdiction to review Clifford 
cases on the merits.*** In direct conflict with the Supreme Court deci-. 
sions,*** it adheres to the principle that the application of law to facts is 
an issue of law within the meaning of the Dobson rule. In the Armstrong 
case,’** a short term, family trust was set up. The trustee, a bank, had to 
consult the settlor in making investments, and could be removed by him 
in favor of another bank. From the possible loss of income, the Tax 
Court concluded that the trustee would be amenable to the settlor’s desires, 
and, hence, the latter had control. This inference the reviewing court 
rejected for three reasons: (1) only another bank could be substituted 
as trustee; (2) a consultation requirement was not unusual; and (3) the 
trustee would be influenced by fiduciary obligations. Yet, the inference 
drawn by the Tax Court was not unreasonable, and the choice of in- 
ferences lay with it. 

Stockholder-corporation dealings are another fertile field for the utiliza- 
tion of devices to channel income and its benefits along different routes for 
tax purposes.*** In Commissioner v. Court Holding Co., a building which 


that respondent felt himself the poorer after this trust had been executed or, if he did, 
that it had any rational foundation in fact... . That might not be true if only strictly 
legal rights were considered. . . . [But] . . . where the head of the household has income 
in excess of normal needs, it may well make but little difference to him (except income- 
tax-wise) where portions of that income are routed—so long as it stays in the family 
group.” Helvering v. Clifford, 309 U.S. 331, 335, 336 (1940). 

120“As to all questions of fact, its [the Tax Court’s] findings are conclusive and 
binding if supported by substantial evidence. On all questions of accounting and methods 
of procedure for the establishment of a uniform system in the administration of the 
income tax law, its decisions should control and be respected by courts of law. It is only 
when a question of law is involved that courts of law should substitute their judgment 
for that of the Tax Court when differences of opinion arise. Nor should we restrict and 
whittle away the field of operation of the Tax Court by deciding so-called mixed questions 
of fact and law.” Armstrong v. Comm’r, 143 F. (2d) 700, 701 (C.C.A. 10th, 1944). 

121 “The finding by the Tax Court that petitioner in substance was the owner of the 
trust property is in our view not a finding of fact but a conclusion of law, and the 
decision in the case turns upon the correctness of that conclusion.” 143 F. (2d) 700, 701. 
Again: “at least if we have any real function’ or province in connection with the 
statutory review of this class of cases, it must relate to the process of applying known 
and accepted facts to legal concepts.” Hall v. Comm’r, 150 F. (2d) 304, 306 (C.C.A. 
10th, 1945). 

122 John Kelley Co. v. Comm’r, 66 S. Ct. 299 (1946). 

128 See note 120 supra. 

124 Under I.R.C. § 102, a surtax is imposed if a corporation “(a) ... is formed or 
availed of for the purpose of preventing the imposition of the surtax upon its shareholders, 
or the shareholders of any other corporation, through the medium of permitting earnings 
or profits to accumulate instead of being divided and distributed. . . . 

“(c) The fact that the earnings or profits of a corporation are permitted to accumulate 
beyond the reasonable needs of the business shall be determinative of the purpose to avoid 
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had been the sole asset of a corporation was sold.**** Negotiations had 
been conducted by the corporation, but, prior to signing an agreement, 
the building was transferred as a tax-free ** liquidating dividend to the 
corporation’s two stockholders who completed the transaction. A sale and 
receipt of taxable gain by the corporation were nevertheless found by the 
Tax Court.** On appeal, the Fifth Circuit reversed **" because the cor- 
poration had never entered into any binding agreement. The Supreme 
Court, however, determined that substantial evidence existed to uphold 
the Tax Court’s conclusion that the transaction, in substance, had re- 
sulted in gain to the corporation. Again, the niceties of local law, while 
determining the rights acquired by the parties from the transaction, do 
not control the application of federal tax law. The issue was factual 
because “the transaction must be viewed as a whole, and each step, from 
the commencement of the negotiations to the consummation of the sale, 
is relevant.” **° 

In Sala v. Commissioner,’** the Tax Court found that what purported 
to be loans to a stockholder were actually dividends. The taxpayer whose 
husband had died insolvent borrowed money from a bank to pay his debts. 
To obtain her uncle’s guarantee on the loan, she put up the stock of two 
corporations of which she was sole stockholder as security. Her uncle’s 
attorney had the directors pass resolutions to write off part of the debts 
of the taxpayer as uncollectible. Later, the loans were restored by a 
rescinding resolution though the debts were regarded as uncollectible. 
The Second Circuit reversed **° the Tax Court because the resolution did 
not effect a release of the debt. That might technically be correct under 
state law, and yet not be determinative of the’issue.** The case illustrates 


surtax upon shareholders unless the corporation by the clear preponderance of the evidence 
shall prove to the contrary.” 

It requires no imagination to visualize the multifarious facets of a business which must 
be examined before arriving at a conclusion. Such issues have been uniformly treated as 
factual. Whitney Chain & Mfg. Co. v. Comm’r, 149 F. (2d) 936 (C.C.A. 2d, 1945) ; 
W. H. Gunlocke Chair Co. v. Comm’r, 145 F. (2d) 791 (C.C.A. 2d, 1944) ; Semagraph 
Co. v. Comm’r, 152 F. (2d) 62 (C.C.A. 4th, 1945) ; McCutcheon Drilling Co. vy. Comm’r, 
143 F. (2d) 480 (C.C.A. Sth, 1944) ; Medical Arts Hospital v. Comm’r, 141 F. (2d) 404 
(C.C.A. 5th, 1944). 

124a 324 U.S. 331 (1945). 

125 Reg. 103, Secs. 19.22(a)-19, 19.22(a)-21. 

126 2 T.C. 531 (1943). 

127 143 F, (2d) 823 (C.C.A. Sth, 1944). 

128 324 U.S. 331, 334 (1945). On similar facts the Tax Court was upheld on the merits 
in Meurer Steel Barrel Co. Inc. v. Comm’r, 144 F. (2d) 282 (C.C.A. 3d, 1944) cert. 
denied 324 U.S. 860 (1945), reh. denied 325 U.S. 892 (1945); and Paxson v. Comm’r, 
144 F. (2d) 772 (C.C.A. 3d, 1944). 

129 47 B.T.A. 850 (1942). 
180 146 F, (2d) 228 (C.C.A. 2d, 1944). 
181 As the Second Circuit itself recognized in a case dealing with the same problem, 
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the utilization of the “rule of general applicability” as a device for con- 
verting factual into legal issues in order to reverse a disliked decision.*** 
It was a preclusion of the pertinent factors, and not an evaluation of them 
which led to the Circuit Court of Appeals “rule.” ‘In view of the stock- 
holder relationship and family control, there was ample support for the 
Tax Court’s findings. In the Court Holding Co. case, the fact that the 
sale had been made solely by the stockholders under the state law was 
only one of the factors to be weighed; local characterization was held 
not to be a bar to the existence of a factual issue. 

The Sala case is cléarly distinguishable from Commissioner v. Wil- 
cox.** There, the taxpayer had embezzled funds from his employer 
which continued to hold him liable for restoration. A Circuit Court 
decision *** reversed the the Tax Court *** which had sustained the de- 
ficiency, and the Supreme Court affirmed. The obligation to return the 
funds and the absence of a claim of right were held sufficient under the 
circumstances to bar taxation as a matter of law. There were, however, 
no-relationships present which could transform the pristine nature of the 
rights derived from state law into a reality far removed from the tech- 
nicalities of that law. Where the parties are at arms-length, the decision 
of the Wilcox case may be applied as a rule of general applicability. 

Capital or Income. Tax consequences of transfers may vary greatly 


Regensburg v. Comm’r, 144 F. (2d) 41 (C.C.A. 2d, 1944) cert. denied 65 S. Ct. 272 
(1944), where it said (at p. 44): “The petitioners urge that the evidentiary facts 
established by the record bound the tax court to infer that their withdrawals were received 
as loans rather than distributions of corporate earnings. ... Had the tax judge drawn 
the desired inference we could not say it was unsupported by substantial evidence. But 
he inferred the opposite, and, if it was a permissible inference, we must accept it. It is 
not an appellate court’s function to weigh the evidence, to draw inferences from the 
facts, and to choose between conflicting inferences. ... we think the inference was a 
permissible one.” The issue as to whether payments by a stockholder to the corporation 
constitute a loan or investment may also be factual if the transaction incorporates elements 
common to both categories. Cohen v. Comm’r, 148 F. (2d) 336 (C.C.A. 2d, 1945); 
Janeway v. Comm’r, 147 F. (2d) 602 (C.C.A. 2d, 1945). 

In Comm’r v. Montgomery, 144 F. (2d) 313 (C.C.A. 5th, 1944), the Tax Court was 
upheld on the merits in a case, involving both factual and accounting problems. The 
taxpayer transferred to a corporation, in which his children held most of the stock, a 
profitable contract. After a two-year existence in which no further contracts were 
obtained, the corporation was dissolved. Whether, in view of the relationships involved, 
the taxpayer retained the benefits of the income is a factual issue; whether the existence 
of the corporation should be ignored for tax purposes, an accounting issue. 

182 Although the court itselé did not apparently think in terms of rules of general 
applicability, but thought it could review on the merits because an application of law to 
undisputed facts was involved. “There was no dispute of fact; the question was only 
whether the resolutions did in law release the debts. Unless we have power to review 
such a question, we have no jurisdiction whatever.” 146 F. (2d) 228 at 230. 

188 66 S. Ct. 546 (1946). 

184 148 F, (2d) 933 (C.C.A. 9th, 1945). 

185 T,C. Dkt. 3743 P-H T.C. Memo. Serv. 44, 281 (1944). 
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depending upon whether the subject of the transfer constituted income or 
capital to the transferor.*** The problem of distinguishing capital from 
income cannot categorically be classified as either factual or legal. Each 
case must be examined to determine whether the transaction is a standard- 
ized one apt to be repeated with the significant facts of the pattern un- 
changed. 

If the transferor owns property and desires to transfer part of the 
income, whether what he parts with constituted such a part of his bundle 
of rights as to be called capital, or continued to be income to him neces- 
sitates the weighing of all the rights flowing from ownership as in the 
case of Clifford trusts.*’ The multitude of possible combinations of 
rights which might be the subject’of transfers permits a wide application 
of the factual category. It does not follow, of course, that standardized 
transactions, such as the transfer of a life estate, will not occur. In fact, 
the past litigation since the Dobson case has concerned repetitive situa- 
tions. Many cases involve a transfer before the due date of one payment 
of a definite amount due to the transferor. The feasibility of utilizing a 


rule of general applicability is clear.*** 
A determination as to whether a payment constitutes income or a re- 
turn on capital **® may be required when payments are made to the trans- 


186 A gift from A to B may be subject in either case to a gift tax. I.R.C. § 1000. If 
that money were part of A’s income it will also be subject to an income tax. I.R.C. § 11. 
If it were capital, however, further information would be needed to determine whether 
any gain had been realized in its receipt. Even if gain had been realized, it might be 
taxed at a lower rate. I.R.C. §§ 117(b) to 117(e). 

187 Affirming on merits Tax Court decision holding transfers taxable as income to 
transferor: Stix v. Comm’r, 152 F. (2d) 562. (C.C.A. 2d, 1945); Richards’ Estate v. 
Comm’r, 150 F. (2d) 837 (C.C.A. 2d, 1945) ; Hyman v. Nunan, 143 F. (2d) 425 (C.C.A. 
2d, 1944) ; Frank v. Comm’r, 145 F. (2d) 413 (C.C.A. 3d, 1944) ; Whitehead v. Comm’r, 
148 F. (2d) 718 (C.C.A. 4th, 1945) ; Doyle v. Comm’r, 147 F. (2d) 769 (C.C.A. 4th, 
1945). Of course, whether the case fits within the category may involve subsidiary 
factual issues. 

Other such categories are the transfer of funds to be accumulated for the transferor: 
Miller v; Comm’r, 144 F. (2d) 287 (C.C.A. 4th, 1944); and payments on behalf of a 
corporation to its stockholders: Comm’r v. Western Union Tel. Co., 141 F. (2d) 774 
(C.C.A. 2d, 1944) cert. denied 322 U.S. 751 (1944). 

188 In Lum v. Comm’r, 147 F. (2d) 356 (C.C.A. 3d, 1945), the Tax Court was reversed 
on the ground that a transfer of sufficient rights had occurred to relieve the transferor of 
the income for tax purposes. Even assuming that the Court was correct in claiming 
jurisdiction to review on the merits, the decision may be criticized for giving too much 
weight to local characterization of the rights transferred. 

189 It may become necessary to subdivide capital. E.g., bad debts may be deducted 
under I.R.C. §23(k)(1) but other types of capital loss may be subject to the lesser 
deduction under I.R.C. §117(b). When a debt is disposed of and the purchaser com- 
promises it, an accounting question is raised as to whether one or several transactions 
occurred for tax purposes. Yet the following decisions have been reviewed (and affirmed) 
on the merits: In re Rae’s Estate, 147 F. (2d) 204 (C.C.A. 3d, 1945); W. L. Moody 
Cotton Co. v. Comm’r, 143 F. (2d) 712 (C.C.A. 5th, 1944). 

















1947] REVIEWABILITY OF TAX COURT DECISIONS 201 


feror. Here, to bring a payment within the latter class may take it out of 
the gain category and render it tax free.’*° Whether a particular case is 
to be treated as raising a factual or legal issue for purposes of review de- 
pends upon whether the case concerns a standardized pattern or a com- 
bination of facts which varies from one case to another. The retirement 
of preferred stock at a price below its subscription price is a standard 
transaction.*** In most cases, however, it is necessary to review the 
history of the investment, its cost, the payments previously received from 
it, etc. Lawrence v. Commissioner * illustrates the latter category. A 
family-owned corporation declared dividends over a period of years con- 
sisting of all its profits before taxes. Those dividends were credited to the 
stockholders who drew against the credits. The president of the corpora- 
tion, however, controlled the withdrawals by his stockholder-children. 
Subsequently, part of the dividends which were not withdrawn were 
credited to paid-in surplus from which the dividend in question was 
declared. The Tax Court decided that the dividend did not constitute a 
return of capital because the so-called dividend credits of the stockholders 
were never freely available to them. Upon appeal, the Ninth Circuit found 
the result supported by substantial evidence. Other Circuits, however, 
have reviewed similar cases on the merits,*** 

Gain from the disposition of property will be taxed as ordinary income 
unless the property complies with the statutory definition of a capital 
asset.*** Among the classes of excluded assets is that of “property held 
by the taxpayer primarily for sale to customers in the ordinary course 
of business.” *** A determination whether a series of transactions consti- 
tutes a trade or business, or whether a particular item of property had 
such a relation to a trade or business that one could conclude that it was 
being held for sale to customers requires the balancing of numerous 


140 Dobson v. Comm’r, 320 U.S. 489 (1943). 

141 Reversing Tax Court which held it to be income: United Nat. Corp. v. Comm’r, 
143 F. (2d) 580 (C.C.A. 9th, 1944). A similar pattern problem may be found in: 
Ansorge v. Comm’r, 147 F. (2d) 459 (C.C.A. 2d, 1945) (Attorney receives 40 per cent 
of claim for services. Tax Court decision that realization on claim is ordinary income, 
upheld on merits.). 

142143 F. (2d) 456 (C.C.A. 9th, 1944). Substantial evidence rule also applied in 
Clover v. Comm’r, 143 F. (2d) 570 (C.C.A. 9th, 1944). 

148 Upholding on merits: Schwerin v. Comm’r, 139 F. (2d) 843 (App. D.C., 1944); 
Raytheon Production Corp. v. Comm’r, 144 F. (2d) 110 (C.C.A. Ist, 1944) cert. denied 
323 U.S. 779 (1944). Reversing: Boehm v. Comm’r, 146 F. (2d) 553 (C.C.A. 2d, 1945) 
(no appeal on point: whether sum received on settlement of stockholders derivative action 
constituted income or capital. Court applies result in Dobson case as rule of law instead 
of merely a permissible result) ; Quigley v. Comm’r, 143 F. (2d) 27 (C.C.A. 7th, 1944). 

144 T.R.C, § 117. 

1457. R.C. §117(a) (1). At an earlier date, the words “to customers” did not appear. 


Revenue Act of 1932 § 101(c) (8). 














202 TAX LAW REVIEW [Vol. 2: 


elements in the composite picture of evidentiary facts; and each case 
characteristically reveals its own peculiar composition of facts. Under 
the present statutory standard, no rules could be developed by decision 
which would have application in succeeding cases because the same factors, 
in the same combination would be unlikely to reappear. Hence, in cases 
arising under this clause, the decision of the Tax Court, if supported by 
substantial evidence, would be final.**® 

Fuld v. Commissioner **’ presents a complete application of the rule. 
Securities had been purchased by the taxpayers for investment purposes 
over a period of time until October, 1930. Subsequent to that date, they 
dealt with a view to realizing on short-term appreciation. The Tax Court 
held that prior to the change in policy, they were not holding the securities 
“for sale in the course of a trade or business,” *** but were, subsequent to 
the change. On appeal by the taxpayer, the Second Circuit held the first 
finding to be one of fact. The Commissioner argued in his appeal that the 
finding that the taxpayers were engaged in a trade or business was er- 
roneous because speculation came within neither. This contention was re- 
viewed on the merits and rejected. Since the Commissioner’s argument 
posed an issue which would have general applicability, the question was 
legal rather than factual for review purposes. 

Income or Gift. In matching a pattern of evidentiary facts against the 
standards of the gift or income categories, the mixture of elements from 
both necessitates a fine balancing of considerations.**® Here, again, if a 


146 Van Suetendael v. Comm’r, 152 F. (2d) 654 (C.C.A. 2d, 1945) ; 512 W. 56 St. Corp. 
v. Comm’r, 151 F. (2d) 942 (C.C.A. 2d, 1945) (alternative) ; Harriss v. Comm’r, 143 F. 
(2d) 279 (C.C.A. 2d, 1944) (alternative) ; Makransky’s Estate v. Comm’r, 154 F. (2d) 59 
(C.C.A. 3d, 1946). Greene v. Comm’r, 141 F. (2d) 645 (C.C.A. 5th, 1944) cert. denied 
323 U.S. 717 (1944) ; Reis v. Comm’r, 142 F. (2d) 900 (C.C.A. 6th, 1944). Tax Court 
upheld on merits: McFaddin v. Comm’r, 148 F. (2d) 570 (C.C.A. 5th, 1945); Brown v. 
Comm’r, 143 F. (2d) 468 (C.C.A. 5th, 1944). 

147 139 F. (2d) 465 (C.C.A. 2d, 1943). 

148 See note 145 supra. 

149 Income would be taxable under I.R.C. § 11, while the gift or legacy would be exempt 
under I.R.C. §22(b)(3): “The value of property acquired by gift, bequest, devise or 
inheritance. . . .” 

In the following cases, the issue was whether a payment was a legacy or income: 
Coleman v. Comm’r, 151 F. (2d) 235 (C.C.A. 3d, 1945) ; McDermott v..Comm’r, 150 F. 
(2d) 585 (App. D.C., 1945). In both, the Courts applied, from a decision prior to the 
Dobson case, a rule of general applicability to the effect that if the payment might come 
out of corpus, it is a legacy. This reveals an improper application of the “rule of general 
applicability.” The rule is designed to pick out those factors which are of sufficient weight 
to decide a pattern the same way in all cases. Here, the fact relied on was not a factor 
of any significance in determining whether a payment is a gift or income to the recipient. 
It is an extraneous issue. In Johnston v. Helvering, 141 F. (2d) 208 (C.C.A. 2d, 1944) 
cert. denied 323 U.S. 715 (1944) the Tax Court was affirmed on the merits in a repetitive 
situation, viz., do the proceeds of a salvage operation on unproductive realty constitute 
income or a legacy to the life beneficiary. 
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particular pattern were one repeatedly occuring, an appellate court would 
be warranted in rendering a determination of law which could then be 
applied to succeeding cases. A transaction which would overlap these two 
categories, however, would be likely to involve personal relationships 
which typically do not fall into a standardized pattern. 

In Nickelsburg v. Commissioner,’ the taxpayer was president and 
chief stockholder of a corporation. He was voted a wedding gift of 
$7,500 by the directors for the stated reason that he had: served the cor- 
poration efficiently for seventeen years. The corporation charged the sum 
to surplus and did not claim it as an expense; and the taxpayer reported 
it as a gift. Substantial evidence was found by the Second Circuit to 
uphold the Tax Court ruling that the payment constituted income to the 
taxpayer. 

Lee v. Commissioner *™* involves another case of conflicting elements 
in an unstandardized pattern. There, the taxpayer, one of the key em- 
ployees of a corporation, was given the right to purchase its stock below 
value by the sole stockholder upon his death. The stock was placed in 
trust. All dividends received were credited against the price except for a 
sum equal to five per cent of that price, which was paid to decedent’s 
widow. Under this arrangement, the purchase could be, and was, ac- 
celerated by the employees’ paying part of the price from their own funds. 
A Tax Court ruling that all the dividends were constructively received 
by the employees as income was upheld only after a review on the merits. 
Based upon the rationale of. the Scottish American Trust Co. case, the 
Nickelsburg and Lee cases are inconsistent; the former conforms to the 
rationale while the latter does not. 

Cost of Property. In general, the basis for computing gain or loss on 
the disposition of property is the cost.**? No basic cause tends to create 
either factual or legal issues in a determination of cost, and both categories 
will be found to be present. 

If the property was acquired in an exchange, the value parted with must 
be determined ; that would create a factual issue.*** On the other hand, 

150154 F. (2d) 70 (C.C.A. 2d, 1946). An earlier inconsistent case is Chenango Textile 
Corp. v. Comm’r, 148 F. (2d) 296 (C.C.A. 2d, 1945) (reversing Tax Court). 

151143 F, (2d) 4 (C.C.A. 7th, 1944). 

1527.R.C. §113(a): “The basis of property shall be the cost of such property, . . .” 

158 Vandenberge vy. Comm’r, 147 F. (2d) 167 (C.C.A. 5th; 1945) cert. denied 325 U.S. 
875 (1945). A preliminary factual problem may be encountered in determining whether 
the general rule or some exception is applicable. E.g., I.R.C. §113(a) (5) provides: “If 
the property was acquired by bequest, devise, or inheritance, or by the decedent’s estate 
from the decedent, the basis shall be the fair market value of such property at the time 
of such acquisition.” Whether property is acquired by inheritance or purchase may raise 
the same problems present in the gift-income categories. Yet, in Mack v. Comm’r, 


148 F. (2d) 62 (C.C.A. 3d, 1945) cert. denied 326 U.S. 719 (1945), where the pattern 
was personalized and contained elements of both categories, affirmance was upon the merits. 
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numerous cases involve situations which frequently arise. For example, 
stock in a corporation has been purchased at different prices, and sub- 
sequently exchanged for other stock in a tax-free-reorganization. As 
against the Tax Court decision that the price should be averaged, the 
Circuit Court decided that the shares should be traced to the original 
purchases,*™* 

The necessity of analyzing each individual case rather than classifying 
en masse, is made clear by Reis v. Commissioner.*** There the creditors 
of a corporation foreclosed their lien which was purchased by a stock- 
holder. The Tax Court rejected the latter’s claim that his “cost” included 
the price of his stock. In affirming on the merits, the Circuit Court of 
Appeals ignored the presence of an accounting issue, viz., whether the 
purchase of the stock and lien were one or separate transactions for tax 
purposes. 

Types of Securities. If the taxpayer has exchanged ** “securities” of 
one corporation for others of the same or another corporation, both of 
which are parties to a reorganization, no gain or loss is recognized for 
tax purposes, provided the exchange is in accordance with the plan of 
reorganization.**’ Evidences of indebtedness may contain a great variety 
of terms; in each instance the issue will be whether the combination of 
terms present in the particular instance adds up to a “security.” Since 
the determination rests upon the permanency and stake of the indebtedness 
in the corporate capital structure,*** variable combinations of facts, the 
earmarks of the factual category, are present.**® Observance of the rule, 
however, has not been marked.*®° 


154 Bloch y. Comm’r, 148 F. (2d) 452 (C.C.A. 9th, 1945). Affirming on merits: Leake 
v. Comm’r, 140 F. (2d) 451 (C.C.A. 6th, 1944) cert. denied 323 U.S. 722 (1944). 

155 142 F. (2d) 900 (C.C.A. 6th, 1944). In Comm’r v. George M. Jones Co., 152 F. 
(2d) 358 (C.C.A. 6th, 1945), the substantial evidence rule was applied to a repetitive 
situation where an accounting problem, the tax benefit issue, was present. 

156 Whether an “exchange” occurred may raise an accounting issue. In United Gas 
Improvement Co. vy. Comm’r, 142 F. (2d) 216 (C.C.A. 3d, 1944), cert. denied 323 U.S. 
739 (1944) the stockholders were wiped out but obtained new stock for putting up new 
money. Whether the cancellation of old and issuance of new stock were one transaction 
so as to constitute an exchange appears to be an issue for the Tax Court, though its 
decision was affirmed on the merits. 

157]. R.C. §112(b) (3): “No gain or loss shall be recognized if stock or securities in 
a corporation a party to a reorganization are, in pursuance of the plan of reorganization, 
exchanged solely for stock or securities in such corporation or in another corporation a 
party to the reorganization.” 

158 Neville Coke & Chemical Co. v. Comm’r, 148 F. (2d) 599 (C.C.A. 3d, 1945) cert. 
denied 326 U.S. 726 (1945). 

159 Just as in the capital-income categories, a rule of general applicability may be applied 
to certain standard types. Thus, whether a demand note is a “security” is an issue of 
law. Pacific Public Service Co. v. Comm’r, 154 F. (2d) 713 (C.C.A. 9th, 1946) (affirming 
on merits a negative Tax Court ruling). A repetitive situation arose under I.R.C 
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Corporations have increasingly issued securities which partake of the 
nature of both stocks and bonds. Interest on indebtedness is deductible 
as an expense ** but dividends on stock are not.’®* To decide in which 
category a particular combination of terms falls, the court must weigh’ the 
contents of the rights accruing to the holder and the circumstances sur- 
rounding the issuance.** Since the combinations of rights and cir- 
cumstances which appear are not likely to fit within the same pigeonhole 
as discrete categories, but rather shade off from one another, an appellate 
court would not be warranted in reviewing on the merits. 

Other problems involving interest on indebtedness may present legal 
issues. Thus, if a debt including accrued interest is assumed, whether 
the accrued interest becomes part of the indebtedness itself or remains 
interest would be an issue reviewable on the merits since the facts consti- 
tute a standard pattern.** A legal issue may also arise under the pro- 
visions exempting interest on the securities of states and political sub- 
divisions from taxation.*** When unmatured interest coupons are sold 


§ 118(a) in a determination as to whether a commodity futures contract is a “security.” 
Here the decision would be applicable to all futures, a standard contract. Trenton Cotton 
Oil Co. v. Comm’r, 147 F. (2d) 33, aff’d on reh. 148 F. (2d) 208 (C.C.A. 6th, 1945). 
160 Neville Coke & Chemical Co. v. Comm’r, 148 F. (2d) 599 (C.C.A. 3d, 1945), cert. 
denied 326 U.S. 726 (1945). : 
161]. R.C. §23(b): “All interest paid or accrued within the taxable year on indebted- 


” 


i era 

162 Reg. 103, Sec. 19.23(b)-1: “So-called interest on preferred stock, which is in 
reality a dividend thereon, cannot be deducted in computing net income.” 

163 “The documents under consideration embody elements of obligations and elements 
of stock. There is no one characteristic, not even exclusion from management which can 
be said to be decisive in the determination of whether the obligations are risk investments 
in: the corporations or debts.” John Kelley Co. v. Comm’r, 90 L. ed. 257, 262 (1946). 
The circumstances of issuance and the capital structure of the issuer were also considered 
(Id. at 259, 260). 

164 John Kelley Co. v. Comm’r, 326 U.S. 521 (1946). Yet, outside of the First Circuit 
[Comm’r v. H. P. Hood & Sons Inc., 141 F. (2d) 467 (C.C.A. Ist, 1944)] the Circuit 
Courts of Appeals had declined to commit themselves on the substantial evidence rule 
before the Kelley case supra: (Upholding on merits) John Wanamaker Philadelphia v. 
Comm’r, 139 F. (2d) 644 (C.C.A. 3d, 1943); Staked Plains Trust v. Comm’r, 143 F. 
(2d) 421 (C.C.A. 5th, 1944) (alternative) ; Green Bay & W. R. Co. v. Comm’r, 147 F. 
(2d) 585 (C.C.A. 7th, 1945). Compare application of rule subsequent to Kelley case 
supra; Elliott-Lewis Co. vy. Comm’r, 154 F. (2d) 292 (C.C.A. 3d, 1946). 

In Bond Auto Loan Corp. v. Comm’r, 153 F. (2d) 50 (C.C.A. 8th, 1946), the issue 
was whether payments for extra hazard on loans constituted interest within the meaning 
of § 403 (Revenue Act of 1938, c. 289) (similar to I.R.C. §502(a)). The Tax Court was 
upheld on the merits though the issue appears to be factual. 

165 Affirming on merits: Rodney, Inc. v. Comm’r, 145 F. (2d) 692 (C.C.A. 2d, 1944). 
The question as to whether interest on taxes paid by a transferee is deductible by him as 
interest would appear to fall within the legal category since the same situation keeps 
recurring, but the Circuit Court of Appeals declined to take a position*in upholding. 
Comm’r v. Breyer, 151 F. (2d) 267 (C.C.A. 3d, 1945). 

“M8 T.R.C. §22(b) (4): “Interest upon (A) the obligations of a State, Territory, or 
aiy’political subdivision thereof. . . .” 
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apart from the principal obligation, the question ‘is whether the proceeds 
are interest on the governmental security.’ 

Equitable Life Assurance Co. v. Commissioner *** presents an interest-. 
ing legal issue. Insurance contracts of the taxpayer provided as an op- 
tional settlement that the beneficiary could leave the proceeds of the policy 
on deposit at three per cent interest or at a greater percentage if more 
were declared by the company. The Tax Court *® ruled that the excess 
payments did not constitute “interest,” and sustained a deficiency; the 
decision was affirmed on appeal.’ In the decision of the Supreme Court, 
Mr. Justice Douglas held that the payments were too contingent to be 
“interest.”’ The decision to treat the issue as legal *” is justifiable on two 
grounds: first, a rule of general applicability was in question; second, 
the contract involved in the litigation was a common one, and this itself 
warrants review on the merits. Actually, however, the second ground is 
really a species of the first. Frequency of occurrence is one of the stand- 
ards which determine whether a rule is one of general applicability. 

Ordinary and Necessary Expenses. Section 23(a) permits the deduc- 
tion of “ordinary and necessary expenses” incurred in “carrying on any 
trade or business” including a “reasonable allowance” for services and 
for traveling expenses “while away from home in the pursuit of a trade or 
business.” *** In the case of individuals, a deduction may be taken for 
“ordinary and necessary expenses” for the “production or collection of 
income or for the management, conservation or maintenance of property 
held for the production of income.” *” 

In the absence of a treasury regulation,*™* no precise standard exists 





167 Though the problem arose in Lloyd v. Comm’r, 154 F. (2d) 643 (C.C.A. 3d, 1946), 
the Court affirmed without taking a position. Cf. M. C. Parrish'& Co. v. Comm’r, 147 F. 
(2d) 2&4 (C.C.A. 5th, 1945), where affirmation was on the merits on an issue of whether 
the acquisition of state purchase warrants from one other than the state resulted in the 
receipt of appreciation or interest when retired at face value (held to be appreciation by 
Tax Court). 

168 321 U.S. 560 (1944). 

169 44 B.T.A. 293 (1941). 

170 137 F. (2d) 623 (C.C.A. 2d, 1943). 

171 Nowhere did Mr. Justice Douglas give weight to the Tax Court decision. He did 
say: “... we can reverse the judgment below only if we can say on the basis of the 
provisions of policies and the meager stipulation that the excess interest dividends were 
‘interest’ within the meaning of the Act as a matter of law.” 321 U.S. 563, 564. This 
appears to be no more than a statement of the rule rather than a reason for the decision. 

172T. R.C. §23(a) (1) (A). 

178 T. R.C. §23(a) (2). 

174 In Higgins v. Comm’r, 143 F. (2d) 654 (C.C.A. Ist, 1944) a Treasury Regulation 
as to deduction of attorney fees for tax advice limited the generality of the statute, and 
the Tax Court decision was upheld after review on the merits. It does not follow, how- 
ever, that the existance of a Treasury Regulation will provide a specific rule to cove 
the case. In Barnhill v. Comm’r, 148 F. (2d) 913 (C.C:A. 4th, 1945) a deduction 
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whereby it may be determined whether an expense is “réasonable” or 
“ordinary and necessary,” nor whether the expenses were incurred in 
“pursuit” of a business or in “carrying on any trade or business.” Under 
Section 117, it was even found that whether a particular combination of 
facts added up to a “trade or business” would create a factual issue. 
Similarly, in deciding whether an expense qualifies for a deduction under 
Section 23(a), it is essential that all the circumstances surrounding the 
transaction be examined. Since these combinations of facts are not 
standard patterns, the issue will be factual.’ 


traveling expenses was sought by a state supreme court justice. The practice was proved 
of appointing judges to represent different parts of the state and it was understood that 
they would continue to reside at the same place. Reg. 103, Sec. 19.23(a)-2 forbad 
deductions of commuters’ fares, but the question existed as to whether the residence 
requirements did not impose an expense for the collection of income. The Circuit Court 
of Appeals, however, upheld on the merits a Tax Court decision in favor of the Com- 
missioner. Similarly, a decision on a factual issue was upheld on the merits in Coffey v. 
Comm’r, 141 F. (2d) 204 (C.C.A. 5th, 1944). Deductions of expenses in the operation 
of a citrus grove was sought. Reg. 101, Art. 22(a)-11 provides that no deduction may 
be taken for the expense of operating a farm for recreational purposes. Whether the 
orchard was operated for recreational or business purposes presents a factual issue. 

175 “Whether one is doing business or not within Section 23 is often a most difficult 
question to decide and often depends upon the aggregate of many considerations, in 
themselves perliaps of minor consequence but decisive when taken as a whole.” Stoddard 
v. Comm’r, 141 F. (2d) 76, 80 (C.C.A. 2d, 1944). 

“The requirement of § 23(a) (2) that deductible expenses be ‘ordinary and necessary’ 
implies that they must be reasonable in amount and must bear a reasonable and proximate 
relation to the management of property held for the production of income. . . . Ordinarily 
questions of reasonableness and proximity are for the trier of fact, here the Tax Court.” 
Bingham’s Trust v. Comm’r, 325 U.S. 365, 370 (1945). 

Under I.R.C. §23(1), a deduction is permitted for “A reasonable allowance for 
exhaustion, wear and tear (including a reasonable allowance for obsolescence )— 

(1) Of property used in the trade or business, or 

(2) Of property held for the production of income.” 

Whether property is “used in the trade or business” or “held for production of income” 
or whether obsolescence has occurred are as factual as the issue under § 23(a). Yet, the 
Circuit Court of Appeals have reviewed such issues on the merits. Reversing: Beaudry 
v. Comm’r, 150 F. (2d) 20 (C.C.A. 2d, 1945) ; affirming on merits: A. L. Carter Co. v. 
Comm’r, 143 F. (2d) 296 (C.C.A. 5th, 1944) ; Southeastern Bldg. Corp. v. Comm’r, 148 
F, (2d) 879 (C.C.A. 5th, 1945), cert. denied 326 U.S. 740 (1945). In Alaska Realty Co. 
v. Comm’r, 141 F. (2d) 675 (C.C.A. 6th, 1944), the Tax Court was reversed on the issue 
as to whether lessee bore obsolescence under a 99 year lease. While this is an issue of 
state law, the interpretation of obscure language and questions of intent are best left to 
the Tax Court. : 

I.R.C. § 291 imposes additional levies for failure to file returns on time “unless it is 
shown that such failure is due to reasonable cause and not due to wilful neglect... .” 
What is “reasonable cause” requires a consideration of highly varied factors which might 
cause late filings, and hence is a factual inquiry. Comm’r v. Lane-Wells Co., 321 U.S. 
219 (1944) (“The question is one of fact and in the first instance for the Board’s 
determination. . . .” Id. at 225) ; Paymer v. Comm’r, 150 F. (2d) 334 (C.C.A. 2d, 1945) ; 
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In Commissioner v. Flowers,‘** the taxpayer sought to deduct traveling 
expenses from his home in Jackson, Ala. to Mobile where the railroad, 
by which he was employed as general counsel, had its main office. When 
he assumed his position, the taxpayer arranged to remain in Jackson and 
pay his traveling expenses to Mobile if necessary in order to avoid moving 
his family and breaking social ties. In upholding the Commissioner, the 
Tax Court *’ ruled that since the taxpayer chose to live away from his 
place of business, the expense was not deductible. In reversing, the Fifth 
Circuit *** held that the Tax Court had erred as a matter of law in defin- 
ing “home” as the place of the taxpayer’s business. The Supreme Court, 
however, held that the Tax Court had found that the expense had not 
been incurred in “pursuit of ... business.” Thus, it rejected the 
attempt of the Circuit Court of Appeals to turn the decision into a rule 
of general applicability, and found substantial evidence to support the 
finding.*”® In cases arising under Section 23(a), most of the courts have 
applied the rationale of the Scottish American Trust Co. case, and have 
reviewed the cases as factual.**° 
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Southeastern Finance Co. v. Comm’r, 153 F. (2d) 205 (C.C.A. 5th, 1946). Affirming on 
merits: Cedarburg Cannery Co. v. Comm’r, 149 F. (2d) 526 (C.C.A. 7th, 1945). 

I.R.C. § 293 imposes additional levies if any part of a deficiency is due to “negligence 
or intentional disregard of rules and regulations but without intent to defraud.” This 
inquiry also appears to be factual. Coast Carton Co. v. Comm’r, 149 F. (2d) 739 (C.C.A. 
9th, 1945). Reversing: Bennett v. Comm’r, 139 F. (2d) 961 (C.C.A. 8th, 1944, reh. 
denied Feb. 8, 1944) (Circuit Court of Appeals rules that ignorance is not “negligence.” 
This overlooks the point that ignorance may be due to negligence.) 

176 326 U.S. 465 (1946). 

177 T.C, Dkt. 3539, P-H T.C. Memo. Serv. {[ 44, 263 (1944). 

178 148 F. (2d) 163 (C.C.A. 5th, 1945). 

179 Mr. Justice Douglas held that three conditions must be satisfied to entitle the tax- 
payer to the deduction: (1) the traveling expense must be reasonable and necessary ; 
(2) it must be incurred “while away from home”; and (3) it must be incurred in pursuit 
of business. “Whether particular expenditures fulfill these three, conditions so as to 
entitle a taxpayer to a deduction is purely a question of fact in most instances. . . . There 
is no claim that the Tax Court miscoristrued this [third] condition or used improper 
standards in applying it. And it is readily apparent from the facts that its inferences 
were supported by evidence. .. .” 66 S. Ct. at 252, 253. 

In Wallace v. Comm’r, 144 F. (2d) 407 (C.C.A. 9th, 1944), the Circuit Court of 
Appeals utilized the same device as that used in the Flowers case to reverse the Tax 
Court on the same issue. 

180 Low v. Nunan, 154 F. (2d) 261 (C.C.A. 2d, 1946) (alternative) ; Miller v. Comm’r, 
150 F. (2d) 823 (C.C-A. 2d, 1945) ; Chenango Textile Corp. v. Comm’r, 148 F. (2d) 296 
(C.C.A. 2d, 1945) ; Missouri-Kansas Pipe Line Co. v. Comm’r, 148 F. (2d) 460 (C.C.A. 
3d, 1945) ; Geo. J. Haenn Inc: v. Comm’r, 147 F. (2d) 682 (C.C.A. 3d, 1945); In re 
Rae’s Estate, 147 F. (2d) 204 (C.C.A. 3d, 1945) ; Walker v. Comm’r, 145 F. (2d) 602 
(C.C.A. 6th, 1944) ; Davis v. Comm’r, 151 F. (2d) 441 (C.C.A. 8th, 1945), cert. denied 
66 S. Ct. 682 (1946) ; Heller v. Comm’r, 147 F. (2d) 376 (C.C.A. 9th, 1945) cert. denied 
325 U.S. 868 (1945) ; Knight-Campbell Music Co. v. Comm’r, 155 F. (2d) 837 (C.C.A. 
10th, 1946). 
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In Express Publishing Co. v. Commissioner,® a deviation appears. 
Upon the death of two officers of a corporate taxpayer, their widows 
took their places as officers and directors. Both attended directors meet- 
ings and one was occasionally consulted. A Tax Court decision upholding 
the disallowance of the deductions for salaries was unjustified by the 
services rendered, was reversed by the Fifth Circuit. Sympathy for the 
worthy motive of the taxpayer led the Court to search the record for facts 
upon which to base an inference contrary to that of the Tax Court—a 
procedure which is not permissable in any event. 

There are, however, instances where a court would be warranted in 
reviewing a decision upon the merits, e.g., where a ruling is made or the 
contention is raised that a particular fact is sufficient either to satisfy or 
prevent compliance with the statutory standard. In Bingham’s Trust v. 
Commissioner, a rule of general applicability was put in issue by the 
contention that the termination of a trust barred the deduction of any 
expense connected therewith under the clause permitting deductions for 
expenses incurred in the “management, conservation or maintenance of 
property held for the production of income.” *** 

McDonald v. Commissioner ** falls within the same category.*** The 


181 143 F. (2d) 386 (C.C.A. 5th, 1944). Review was also upon the merits in upholding 
the Tax Court in Comm’r v. Benson, 146 F. (2d) 191 (C.C.A. 9th, 1944). 

182 Sée p. 174 supra. 

188 323 U.S. 57 (1944). The opinion of Mr. Justice Frankfurter was concurred in by 
three Justices and hence was not the opinion of the Court. Since four Justices dissented, 
there was no majority opinion, 

184 The following cases were also decided on the basis of rules of general applicability : 
Trenton Cotton Oil Co. v. Comm’r, 147 F. (2d) 33, adhered to on reh. 148 F. (2d) 208 
(C.C.A. 6th, 1945) (Upholding Tax Court on point that expense of futures contract is . 
not “ordinary and necessary” by laying down requirement that transaction must be 
offsetting one. Such a rule would be applicable to all futures contracts. The decision, 
however, was reversed on other grounds); Helvering v. Stormfeltz, 142 F. (2d) 982 
(C.C.A. 8th, 1944) (Reversing Tax Court allowance of expenses to recover embezzled 
money on basis of general rule that a claim for money is not for the conservation or 
maintenance of “property.” The validity of such a rule is of greater doubt because there 
does not appear to be much scope for the application of such a rule). 

Comm’r v. Longhorn Portland Cement Co., 148 F. (2d) 276 (C.C.A. 5th, 1945) cert. 
denied 326 U.S. 728 (1945) is another case where the utilization of the rule of general 
applicability was of doubtful validity. The taxpayer sought to deduct the expense of 
settling a suit for an anti-trust penalty. The Tax Court found that the expense was not 
for a legal penalty because the suit had been settled for other reasons. On appeal, the 
Circuit Court of Appeals held that the expense of settling a suit for a penalty was not 
deductible in any case. When one of the relevant factors is of sufficient weight to decide 
an issue, a rule of general applicability is warranted. Where, however, the “rule” is not 
designed to accord weight to a particular factor but to prevent the issue from being tried, 
it would appear improper. Here, it could not be contended that the bringing of a suit for 
a penalty barred all expenses as.deduction under the statute, nor that all settlements were 
to avoid the penalty. The Circuit Court of Appeals simply decided that it would not 
permit the taxpayer to prove the reason for the settlement. 
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taxpayer, a candidate for judge made a party contribution which was 
required for nomination, but was not elected. Each of the taxpayer’s 
three contentions were rejected by both trial and appellate courts.** 
First, it was argued, the expense was an ordinary and necessary one 
incurred in carrying on a trade or business within the meaning of Section 
23(a)(1)(A). In the Tax Court, the claim was rejected on the ground 
that a public office is not a “trade or business,” but the Supreme Court 
held that the expense was not confined to judging from which the income 
flowed.*** On the remaining issues the courts were in agreement on the 
reasoning. The contribution was not a loss suffered on a “transaction 
entered into for profit” *** because the funds were spent for the oppor- 


185] T.C. 738 (1943) ; 139 F. (2d) 400 (C.C.A. 3d, 1943). 

186 The contrary rulings in this instance is justifiable since a “rule of general applica- 
bility” is involved, and the Court could treat it as an issue of law. Mr. Justice Frank- 
furter, in using his reasonable result formula gets into difficulty in rejecting the reasoning 
of the Tax Court, however, and has to fall back on the lame statement, “That the Tax 
Court may, as is sometimes true even of other courts, indulge in needless and erroneous 
observations is beside the point.” (323 U.S. at 64, n. 7). As the dissenting opinion of 
Mr. Justice Black pointedly remarks, “Neither the Dobson case nor any other to which 
the Court’s opinion points has indicated that we should autamatically accept the Tax 
Court’s construction of a statute while repudiating the reasons on which its conclusions 
rested.” (323 U.S. 65 at 70). Under Comm’r y. Heininger, 320 U.S. 467 (1943), a Tax 
Court decision is reversible if the Tax Court felt bound to follow an upper court decision 
on an issue of fact. In this connection the better application of this rule is that the mere 
citation of authority is insufficient for reversal. Chenango Textile Corp. v. Comm’r, 
148 F. (2d) 296 (C.C.A. 2d, 1945). Contra: Denholm & McKay Realty Co. v. Comm’r, 
139 F. (2d) 545 (C.C.A. Ist, 1944). If a Tax Court decision is reversible because that 
Court felt bound by an upper court decision on a factual issue, an appellate court certainly 
should not make findings merely because the Tax Court failed to make findings on an 
essential matter covered by the record [remanding for finding: Hopkins v. Comm’r, 144 
F. (2d) 683 (C.C.A. 6th, 1944). This differs from a case where the Tax Court made a 
finding in point but the appellate court remands with instructions to consider other 
evidence in the record as in Harbor Plywood Corp. v. Comm’r, 143 F. (2d) 780 (C.C.A. 
9th, 1944). This is a subtle method of reversing on the facts.], or where new findings 
are necessary because the Tax Court made an erroneous decision on a legal issue and 
missed the significant points [remanding for findings: Comm’r vy. Lane Wells Co., 321 
U.S. 219 (1914); Stoddard v. Comm’r, 141 F. (2d) 76 (C.C.A. 2d, 1944). Appellate 
court finds facts: Cornett-Lewis Coal Co. v. Comm’r, 141 F. (2d) 1000 (C.C.A. 6th, 
1944) ; First Nat. Corp. v. Comm’r, 147 F. (2d) 462 (C.C.A. 9th, 1945)]. Nor should 
the rule be any different where the appellate court agrees with the result of the Tax 
Court but on a different ground which necessitates a finding of fact. See Goldsmith v. 
Comm’r, 143 F. (2d) 466 (C.C.A. 2d, 1944) cert. denied 323 U.S. 774 (1944) (taxpayer 
failed to raise issue in petition) ; and Comm’r v. Day & Zimmerman Inc., 151 F. (2d) 517 
(C.C.A. 3d, 1945). While this was done in the McDonald case supra, an issue of law was 
involved there. 

On the other hand, if the record contains insufficient facts and the burden is upon the 
taxpayer, the issue should be decided against him. Equitable Life Assur. Co. v. Comm’r, 
321 U.S. 560 (1944). Remanding: Saltonstall v. Comm’r, 148 F. (2d) 396 (C.C.A. Ist, 
1945) ; Meyer v. Comm’r, 154 F. (2d) 55 (C.C.A. 3d, 1946) ; Cherokee Spinning Co. v. 
Comm’r, 143 F. (2d) 587 (C.C.A. 6th, 1944). 

187 T.R.C. § 23(e) (2). 
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tunity to persuade the public, not to buy the election. Nor was the con- 
tribution an expense for the production of income under Section 23(a) (2) 
since that provision did not enlarge the scope of the permissable deduc- 
tions beyond those permitted under Section 23(a)(1)(A). Here, the 
decision was clearly applicable to all campaign expenditures of candidates. 
Hence, the decision constituted a rule of general applicability. After 
deciding the issue apparently on the merits, however, Mr. Justice Frank- 
furter characteristically accords weight to the result reached by the Tax 
Court.*** This practice, it has been seen, flows from his view that the 
Tax Court should be upheld if its result is reasonable.** 

Value. Valuation is a problem which crops up at many points under 
the tax laws. The gift tax is computed on the basis of the “value” of 
the property given as the gift.*°° In computing gain or loss on the dis- 
position of property, the “fair market value” of property received in ex- 
change is the basis for computations.*** Again, deductions from income 
are permitted in cases where a “loss” is sustained or securities or debts 
become “worthless” during the tax year.*” 

Value is akin to “ordinary and necessary” or “reasonable” in its defi- 
niteness. Earnings, supply and demand, reconstruction cost, and the 
stability of these items are important to a different degree in the valuation 
of various types of property. The necessity to consider numerous factors 
in changing combinations marks valuation as a factual issue.** 


188 “Fyen if these conclusions in the setting of federal income tax legislation, derived 
less easily than they do from the statutory provisions under scrutiny, we should not be 
inclined to displace the views of the Tax Court with our own. ...as a system, tax 
legislation is not to be treated as though it were loose talk or presented isolated 
abstract questions of law casting upon the federal courts the task of independent con- 
struction. Tax language normally has an enclosed meaning or has legitimately acquired 
such by the authority of those specially skilled in its application. We are therefore 
relieved from discussing the numerous cases in which the Tax Court ... allowed or 
disallowed deductions and their bearing on the situation before us. To do so involves 
detailed analysis of special circumstances of various ‘businesses’ and expenses incident to 
their ‘carrying on.’ We shall not enter this quagmire of particularities.” (323 U.S. at 
64, 65). 

189 See pp. 175, 176 supra. 

190]. R.C. § 1605: “If the gift is made in property, the value thereof at the date of the 
gift shall be considered the amount of the gift.” 

191]. R.C. §111(b): “The amount realized from the ‘sale or other disposition of 
property shall be the sum of any money received plus the fair market value of the property 
(other than money) received.” 

1927. R.C. §23(g)(2) permits a deduction “If any securities . . . become worthless 
during the taxable year. . . .” I.R.C. §23(k)(1) permits deduction of “Debts ascertained 
to be worthless and charged off within the taxable year... .” I.R/C. §23(k) (2) permits 
a deduction “If any securities . . . are ascertained to be worthless and charged off within 
the taxable year.” I.R.C. §§23(e) and 23(f) provide deductions for “losses sustained 
during the taxable year. .. .” 

198 Boehm v. Comm’r, 326.U.S. 287 (1945); Raffold Process Corp. v. Comm’r, 153 
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What rule would apply to property for which a uniform valuation sys- 
tem exists as stock exchanges for securities? *** Even here great differ- 
ences appear. The amount of trading on an exchange may be too small 
to absorb a large bloc of securities, or the trading may be so “thin” that 
the exchange price is no true reflection of even fair market value. It 
would thus appear that even as to similar types of property, the appellate 
court would not be justified in laying down any general rules. Moreover, 
the addition of such general delineations of the value standard as the 
requirement that market value or intrinsic value be used may not place the 
issue in the legal category. Such a demarcation only serves to emphasize 
certain of the valuation factors, and does not narrow the range of factors 
considered. Thus, under certain circumstances, intrinsic value may be 
the only method of determining fair market value. Whether the proper 
circumstances are present would also appear to be a factual issue.’”* 








F. (2d) 168 (C.C.A. Ist, 1946) ; Meltzer v. Comm’r, 154 F. (2d) 776 (C.C.A. 2d, 1946) ; 
Ushco Mfg. Co. v. Comm’r, 151 F. (2d) 821 (C.C.A. 2d, 1945) (Dividend paid credit 
under I.R.C. § 718); Richardson vy. Comm’r, 151 F. (2d) 102 (C.C.A. 2d, 1945), cert. 
denied 326 U.S. 796 (1946) ; Sisto Financial Corp. v. Comm’r, 149 F. (2d) 268 (C.C.A. 
2d, 1945); National Bronx Bank v. Comm’r, 147 F. (2d) 651 (C.C.A. 2d, 1945), cert. 
denied 325 U.S. 872 (1945) ; Supplee-Biddle Hardware Co. v. Comm’r, 144 F. (2d) 711 
(C.C.A. 3d, 1944) (I.R.C. § 718); Vandenberge v. Comm’r, 147 F. (2d)*167 (C.C.A. 
5th, 1945), cert. denied 325 U.S. 875 (1945), reh. denicd 326 U.S. 805 (1945); Miller v. 
Comm’r, 153 F. (2d) 695 (C.C.A. 6th, 1946) ; Perry v. Comm’r, 152 F. (2d) 183 (C.C.A. 
8th, 1945); Texas-Empire Pipe Line Co. v. Comm’r, 141 F. (2d) 326 (C.C.A. 10th, 
1944). In the following cases the Tax Court was upheld both on the merits and upon 
the substantial evidence rule: Edmond Weil Inc. v. Comm’r, 150 F. (2d) 950 (C.C.A. 
2d, 1945) ; Hyman v. Nunan, 143 F. (2d) 425 (C.C.A. 2d, 1944); Spitzer v. Comm’r, 
153 F. (2d) 967 (C.C.A. 8th, 1946) (Taxpayer’s claim that one factor was determinative 
decided on merits and rejected). In the following cases the Tax Court was upheld on 
the merits: James v. Comm’r, 148 F. (2d) 236 (C.C.A. 2d, 1945); Oberwinder v. 
Comm’r, 147 F. (2d) 255 (C.C.A. 8th, 1945); Zanuck v. Comm’r, 149 F. (2d) 714 
(C.C.A,. 9th, 1945). The Tax Court was reversed in: Comm’r v. McCann, 146 F. (2d) 
385 (C.C.A. 2d, 1944); Eaton v. Comm’r, 143 F. (2d) 876 (C.C.A. 5th, 1944). The 
presumption in favor of the Commissioner’s determination was utilized to uphold the Tax 
Court determination in James v. Comm’r, 148 F. (2d) 236 (C.C.A. 2d, 1945) ; Missouri- 
Kansas Pipe Line Co. v. Comm’r, 148 F. (2d) 460 (C.C.A. 3d, 1945) ; Fleming v. Comm’r, 
153 F. (2d) 361 (C.C.A. 5th, 1946). To rest upon such a ground is actually to review 
upon the merits. . 

194 Tn Richardson v. Comm’r, 151 F. (2d) 102 (C.C.A. 2d, 1945), cert. denied 326 U.S. 
796 (1946), the validity of stock market quotations as a standard of value was treated 
as a factual question. However, in Zanuck v. Comm’r, 149 F. (2d) 714 (C.C.A. 9th, 
1945), while upholding the Tax Court’s decision that the stock exchange quotation 
represented fair market value as a factual issue, the Court nevertheless said that the 
yardstick of value was a legal issue. If the use of rules of general applicability is not 
valid in this field, then courts should not review upon the merits merely because the facts 
are stipulated down to one factor. This was, however, done in Comm’r v. Stewart's 
Estate, 153 F. (2d) 17 (C.C.A. 3d, 1946). 

195 Richardson vy. Comm’r, 151 F. (2d) 102 (C.C.A. 2d, 1945), cert. denied 326 U.S. 
796 (1946). 
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Still.a legal issue may present itself. In Boehm v. Commissioner,’ the 
taxpayer sought to deduct a loss on securities which, he claimed, became 
worthless during the tax year. The Tax Court *” upheld the deficiency 
on the ground that the securities were worthiless prior to the beginning 
of the tax year, and the Second Circuit *** affirmed. It was the contention 
of the taxpayer that whether or not the securities were worthless was to 
be determined by a subjective test, rather than the objective one utilized by 
the Tax Court. In rejecting the argument, Mr. Justice Murphy treated the 
issue as legal. On the other hand, whether the Tax Court had properly 
applied the subjective test to the evidence in determining value was held 
to be a factual issue. Since the issue as to the proper test would arise in 
every such case, and the factors to be considered in a determination would 
be precisely the same, the utilization of a rule of general applicability is 
justified. 

Contemplation of Death. For purposes of the estate tax, property 
transferred in contemplation of death is included in the decedent’s es- 
tate.*** A determination as to whether or not a transfer falls within this 
provision requires an analysis of all the surrounding circumstances: the 
age of the decedent at the time of the transfer, the state of his health, his 
total wealth, the amount of the transfer, the particular property trans- 


196 Boehm v. Comm’r, 326 U.S. 287 (1946) (objective test). The usual variety of 
treatment appears in the Circuit Court of Appeals decisions. The Tax Court was reversed 
in Beaudry v. Comm’r, 150 F. (2d) 20 (C.C.A. 2d, 1945) (subjective test applied) ; 
First Nat. Bank of Ft. Worth v. Comm’r, 140 F. (2d) 938 (C.C.A. 5th, 1944) (delay 
deduction until loss certain); Smith v. Helvering, 141 F. (2d) 529 (App. D.C., 1944) 
(subjective test applied). The substantial evidence test was applied in: Superior Coal 
Co. v. Comm’r, 145 F. (2d) 597 (C.C.A. 7th, 1944), cert. denied 324 U.S. 864 (1945), 
reh. denied 325 U.S. 896 (1945); and the Tax Court was upheld both on that test and 
on the merits in Coyle vy. Comm’r, 142 F. (2d) 580 (C.C.A. 7th, 1944). 

197 T.C. Dkt. 111621, P-H T.C. Memo. Serv. {[ 43,467 (1943). 

198 146 F..(2d) 553 (C.C.A. 2d, 1945). 

199. R.C. §811(c): “The value of the gross estate of the decedent shall be determined 
by including the value at the time of his death of all property, real or personal, tangible 
or intangible, wherever situated, except real property situated outside of the United 
States— 

(c) To the extent of any interest therein of which the decedent has at any time made 
a transfer, by trust or otherwise, in contemplation of or intended to take effect in 
possession or enjoyment at or after his death, or of which he has at any time made a 
transfer, by trust or otherwise, under which he has retained for his life or for any period 
not ascertainable without reference to his death or for any period which does not in fact 
end before his death (1) the possession or enjoyment of, or the right to the income from, 
the property, or (2) the right, either alone or in conjunction with any person, to designate 
the persons who shall possess or enjoy the property or the income therefrom; except in 
case of a bona fide sale for an adequate and full consideration in money or money’s worth. 
Any transfer of a material part of his property in the nature of a final disposition or 
distribution thereof, made by the decedent within two years prior to his death without 
such consideration, shall, unless shown to the contrary, be deemed to have been made in 
contemplation of death within the meaning of this subchapter.” 
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ferred and the significance of the property to the decedent, the relationship 
to the transferee of the decedent, etc. Here, too, from case to case the 
factors will appear in such varying combinations that it is not possible 
to set forth a rule which may be applied to succeeding cases without 
distorting the weight to be given to any factor. A decision of the Tax 
Court in such a determination should be conclusive if supported by sub- 
stantial evidence.*” It has been assumed in the foregoing discussion that 
all the facts of the case being litigated are placed before the Tax Court. 
If, however, the Treasury chooses to rely upon one factor to bring the 
case within the contemplation of death provision, the court is then faced 
with the necessity of stating a rule limited to that one factor.*** Thus, 
where the Commissioner relies solely upon the creation of a trust under 
which a life estate has been reserved, a determination in favor of the 
Commissioner could be applied in all succeeding cases where a life estate 
were reserved.” A rejection would have a more limited application: 
the reservation of the life estate would have to be the only factor present 
in the succeeding case. It does not follow, however, that, in a case where 
all the factors are placed before the reviewing court, review should be 
upon the merits merely because the transfer involved the creation of a 
trust and reservation of a life estate.*” The weight to be accorded to all 
the factors and the inferences to be drawn from them are questions for 
the Tax Court. 

The inclusion or exclusion of intervivos transfers in an estate under 
the other provisions of Section 811(c) are not necessarily determinations 
of fact.” Thus, a determination as to whether or not a transfer is “in- 


200 Buckminster’s Estate v. Comm’r, 147 F. (2d) 331 (C.C.A. 2d, 1944) ; In re Kroger's 
Estate, 145 F. (2d) 901 (C.C.A. 6th, 1944), cert. denied 324 U.S. 866 (1945); Koch v. 
Comm’r, 146 F. (2d) 259 (C.C.A. 9th, 1944). In the Eighth Circuit, the early refusal 
to follow the Dobson rule may be seen in Helvering v. ,Tetzlaff, 141 F. (2d) 8 (C.C.A. 
8th, 1944) where the Tax Court decision was upheld on the merits. In Pate v. Comm’r, 
149 F. (2d) 669 (C.C.A. 8th, 1945), however, the doctrine was applied. The dislike of 
the Second Circuit for the doctrine is evident in this field too. Comm’r v. Hofheimer’s 
Estate, 149 F. (2d) 733 (C.C.A. 2d, 1945) (reversing Tax Court); Comm’r v. Hall’s 
Estate, 153 F. (2d) 172 (C.C.A. 2d, 1946) (upholding on merits). 

201 Vanderlip v. Comm’r, 155 F. (2d) 152 (C.C.A. 2d, 1946) (stipulating that only 
motive was to reduce tax); Helvering v. Proctor, 140 F. (2d) 87 (C.C.A. 2d, 1944) 
(Only factor presented was creation of trust and reservation of life estate). In this 
respect, the issue differs from valuation problems where the limitation of the facts to 
one factor would not justify the utilization of a rule of general applicability. See note 
194 supra. 

202 The statute has since been amended to include expressly such transfers. Joint 
Resolution, March 3, 1931, 46 Star. 1576. 

2083 In re Kroger’s Estate, 145 F. (2d) 901 (C.C.A. 6th, 1944); Pate v. Comm’r, 149 
F. (2d) 669 (C.C.A. 8th, 1945). The Second Circuit disregarded these considerations 
in Comm’r v. Hall’s Estate, 153 F. (2d) 172 (C.C.A. 2d, 1946). 

204 In cases arising under the clause providing for inclusion in the estate of transfers 
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tended to take effect in possession or enjoyment at or after death” °® 
will generally be reviewed as an issue of law.?°* What is here involved is 
a determination under state law of the nature of the transfer and a 
determination as to whether the rights arising from the transfer would 
take effect in possession or enjoyment at or after death. There are but 
a small number of standardized categories of property interests which 
can be created by transfers. Once a decision is reached as to a particular 
type of transfer, the rule can be applied again each time the situation 
arises. Under these circumstances review as an issue of law will not 
operate to dissipate the energies of the reviewing court. 

Annual Determination of Income. Section 41 of the Internal Revenue 
Code requires net income to be annually computed in accordance with the 
taxpayer’s accounting methods. If, however, those methods do not clearly 
reflect the income, the Commissioner may designate the proper method.” 
Gross income must be reported in the year received unless a different 
period is called for under section 41.7°* Conceivably, some transactions 
might be so standardized and common as to raise a legal issue if a dispute 
arises. In most cases, however, whether a method of accounting will 
“clearly reflect the income” necessitates the examination of an ephemeral 


under which the decedent has “retained for his life or for any period not ascertainable 
without reference to his death or for any period which does not in fact end before his 
death,” the transfers have taken on such deviousness that factual determinations are often 
involved in a decision as to whether or not a reservation of any interest occurred because 
of the relationship of the parties and the interconnection of their finances. Hanauer’s 
Estate v. Comm’r, 149 F. (2d) 857 (C.C.A. 2d, 1945), cert. denied 326 U.S. 770 (1945) ; 
Cole’s Estate v. Comm’r, 140 F. (2d) 636 (C:C.A. 8th, 1944). 

205 T.R.C. § 811 (c). 

206 Upholding on merits: Dominick’s Estate v. Comm’r, 152 F. (2d) 843 (C.C.A. 2d, 
1946) ; Comm’r. v. Irving Trust Co., 147 F. (2d) 946 (C.C.A. 2d, 1945) ; Armstrong’s 
Estate v. Comm’r, 146 F. (2d) 457 (C:C.A. 7th, 1944); Helfrich’s Estate v. Comm’r, 
143 F. (2d) 43 (C.C.A. 7th, 1944); Gallois v. Comm’r, 152. F. (2d) 81 (C.C.A. 9th, 
1945). Reversing Tax Court: Lloyd’s Estate v. Comm’r, 141 F. (2d) 758 (C.C.A. 
3d, 1944) 

In Comm’r v. Field’s Estate, 324 U.S. 113 (1945), the issue was whether, when a 
possibility of reverter was retained, the property. included in the estate should be the 
entire transfer or merely the value of the possibility ot reverter. The ‘ax Court decision, 
including the entire transfer, was upheld on the merits since it was generally applicable. 

2077. R.C. §41: “The net income shall be computed upon the basis of the taxpayer’s 
annual accounting period ... in accordance with the method of accounting regularly 
employed in keeping the books of such taxpayer; but if no such method of accounting 
has been so employed, or if the method employed does not clearly reflect the income, .the 
computation shall be made in accordance with, such method as in the opinion of the 
Commissioner. does clearly reflect the income. ... .” 

208 J.R.C. §42(a): “The amount of. all items of gross income shall be included in the 
gross income for the taxable year in which received by the taxpayer, unless, under 
methods of accounting permitted under section 41, any. such amounts are to be properly 
accounted for as of a different period... .” 


4 
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fact pattern. Yet, the few decided cases have been reviewed on the merits 
despite the presence of factual issues.*” 

Spencer, White and Prentis, Inc. v. Commissioner **° concerned a tax- 
payer’s attempt to defer income. Under a construction contract, the tax- 
payer was paid on the basis of a certificate of completed work. Some of 
the jobs so certified required some future work, and the deferment of 
income was to cover this liability. The Circuit Court of Appeals deciding 
the case on its merits, upheld a Tax Court rejection of the deduction on 
the ground that the liability was too uncertain. Yet, the terms of the 
contract as to the required work, the method of payment and certification 
for work, the type of work done and the nature and extent of the in- 
complete work certainly did not present a combination of facts likely to 
appear again. A decision in this case would hardly serve as precedent in 
another case involving deferment of income. 

Even the issue as to whether income is “received” during the tax year 
may raise a factual issue. In Commissioner v. Smith, the taxpayer 
had an option to purchase certain securities from his employer whose right 
to obtain those securities was conditioned upon further performance of 
an arrangement. The taxpayer contended that he “received” the securities 
during the year he requested and paid for them although he obtained them 
during the next year when his employer secured them. A Tax Court 
ruling that the securities were “received’’ when physical possession was 


obtained was found to be supported by substantial evidence by the 


Supreme Court.”” 


Richards’ Estate v. Commissioner *** reveals the tendency of the Circuits 
to ride along their own road.*** Negotiations to settle the obligation aris- 
ing out of two judgments received by the taxpayer were conducted during 
December, 1936) and a settlement was reached with one debtor during 


209 Oberwinder v. Comm’r, 147 F. (2d) 255 (C.C.A. 8th, 1945) (affirming Tax Court 
on merits. A borderline issue is presented: whether the receipt from an employer of a 
single payment annuity policy payable to the taxpayer’s estate after death is income in 
the year of receipt). See note 210 infra. 

210 144 F. (2d) 45 (C.C.A. 2d, 1944), cert. denied 323 U.S. 780 (1944). 

211 324 U.S. 695 (1945). 

212 “The Tax Court found [findings stated]. . . . This conclusion of the Tax Court finds 
ample support in the record, and we concur in it.” (Jdem). In Comm’r v. Arnold, 147 
F. (2d) 23 (C.C.A. Ist, 1945), the substantial evidence rule was applied to the Tax 
Court ruling. 

218 150 F. (2d) 837 (C.C.A. 2d, 1945). 

214 Another such case is Hirsch Improvement Co. v. Comm’r, 143 F. (2d) 912 (C.C.A. 
2d, 1944), cert. denied 323 U.S. 750 (1944) (affirming on merits). In Comm’r v. Dumari 
Textile Co., 142 F. (2d) 897 (C.C.A. 2d, 1944), the review on the merits appears justified. 
The Tax Court ruled that the year in which the taxpayer became entitled to tax refund 
under statute and not year of actual receipt of refund is one during which the refund 


must be reported as income. 
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that period. For tax purposes, the conclusion of the secorid settlement 
was delayed until January, 1937, although the terms had been agreed upon 
the prior year. The Tax Court held the second payment to have been 
constructively received in 1936, but was reversed by the Second Circuit 
on the ground that the taxpayer could not legally enforce the settlement in 
1936. Whether the taxpayer was in a position to require payment in 
1936 hinged on more than the technical aspects of contract law.” Eco- 
nomic relationships, the significance of the litigation to the businesses 
concerned, and the desirability of speedy settlement on the part of the 
adverse parties, all were proper elements from which an inference con- 
trary to that of the Circuit Court might be drawn. These items are not 
elements in a standardized pattern, so that the issue qualifies as factual. 
As between the conflicting inferences, the Scottish American Trust Co. 
case accords finality to those of the Tax Court. The Second Circuit did 
not purport to be picking out a particular weighty fact upon which to 
base a “rule of general applicability”: it failed to recognize that the issue 
could be factual. 

Section 43 requires deductions and credits to be taken in the year the 
expense was “paid or incurred” or “paid or accrued,” dependent upon 
whether a cash or accrual system is used. An exception is made where it 
is necessary to “clearly reflect the income.” 7” 

In the Dixie Pines case," the taxpayer accrued on its books, but 
denied liability for, a state tax. It litigated the issue and won. A deduc- 
tion of the accrued taxes was rejected by the Tax Court *** because the 
liability was too contingent. Upon appeal, the Supreme Court held that, 
since the correct rule of law had been applied, the decision should be 
accorded the finality due a factual inference. The rule that a liability 
may not be contingent if it is to be accrued is one that is generally ap- 
plicable. Hence, it was treated as a legal issue. Yet, the determination 
of contingency depended upon the probability of success by the taxpayer 
in the state litigation, the taxpayer’s motive in litigating, and his own 
view of his chance of success. These cannot be found in any common 
pattern. This issue was therefore reviewed as factual. 

The Security Mills case*° involved a similar issue. There, the tax- 
payer received a refund of processing taxes in one year, and, in the next 


215 Cf. Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

216]. R.C. §43: “The deductions and credits . . . shall be taken for the taxable year 
in which ‘paid or accrued’ or ‘paid or incurred,’ depending upon the method of accounting 
upon the basis of which the net income is computed, unless in order to clearly reflect the 
income the deductions or credits should be taken as of a different period. . . .” 

217 Dixie Pine Products Co. v. Comm’r, 320 U.S. 516 (1944). 

218 45 B.T.A. 286 (1941), aff'd 134 F. (2d) 273 (C.C.A. Sth, 1943). 

219 Security Flour Mills Co. v. Comm’r, 321 U.S. 281 (1944). 
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few years, distributed the refund to its customers, although: not legally 
bound to.do so. The Tax Court *” held that the repayments could be 
accrued in the year the refund was received in order to “clearly reflect the 
income.” On this occasion, the Supreme Court held that the phrase re- 
ferred only to deferred expenses, and that the tax laws required an annual 
computation of income and deductions. Since no balancing was per- 
missable to compute long term gain or loss, the Tax Court was reversed. 
Both rules are unquestionably capable of general application. Aside from 
the Supreme Court’s questionable reference to the jurisdictional facts 
doctrine, its decision held that certain factors were decisive on the 
question of when the rule as to annual deduction of credits might be 
avoided to “clearly reflect the income,” viz., when a deferred expense was 
involved. Yet, while thus analyzed, the decision is of limited significance, 
it has produced great uncertainty as to the scope of the substantial evidence 


rule.*** 
A careful examination is required if cases are not to be placed in the 
wrong category.** In Keith v. Commissioner, the taxpayer borrowed 


220 45 B.T.A. 671 (1941), rev'd 135 F. (2d) 165 (C.C.A. 10th, 1943). 

221 “The question is not whether the Board, within its discretion, made a determination 
of fact. . . . It is rather whether, as a matter of law, the Board misconstrued the extent 
of the power conferred by the Revenue Act.” 321 U.S. at 286. The requirement of 
de novo review of jurisdictional facts laid down in Crowell v. Benson, 285 U.S. 22 (1932), 
while never overruled, has been largely a dead letter. Cf. Commission of Texas v. Rowan 
and Nichols Oil Co., 310 U.S. 573 (1940); Gellhorn, Federal Workman’s Compensation 
for Transportation Employees (1934) 43 Yate L. J. 906, 914, n. 37. The application of 
such doctrine, logically applied would make every question jurisdictional and hence an 
issue of law. ; 

222 £.g., in Cooperstown Corp. v. Comm’r, 144 F. (2d) 693 (C.C.A. 3d, 1944), cert. 
denied 323 U.S. 772 (1944), on facts similar to those in the Dixie Pine case, the sub- 
Stantial evidence rule was applied. After the Security Mills decision, the Court took 
the precaution of adhering to its decision on the merits. 

228 There are other sections involving a determination as to whether sums sought to 
be deducted were “paid.” I.R.C. §24(c)(1) provides that under certain circumstances 
a credit may not be taken “If such expenses or interest are not paid within the taxable 
year or within two and one-half months after the close thereof.” The Fifth Circuit has 
upheld the Tax Court on the merits in two cases: Eugene Ashe Electric Co. vy. Comm’r, 
153 F. (2d) 295 (C.C.A. 5th, 1946); P. G. Lake Inc. v. Comm’r, 148 F. (2d) 898 
(C.C.A. 5th, 1945). 

I.R.C. § 27(a) granted a credit to corporations for “dividends paid during the taxable 
year.” In Royal Mfg. Co. v. Comm’r, 139 F. (2d) 958 (C.C.A. 3d, 1943), the Tax Court 
decision was reviewed on the merits and upheld. Each of the cases involved constructive 
payment problems which were factual in nature. 

In First Nat. Corp. v. Comm’r, 147 F. (2d) 462 (C.C.A. 9th, 1945) the appellate court 
made findings on review because it did not regard it as a close question. Yet, if the issue 
is factual, the case should be remanded. 

Repetitive situations may, of course, arise. In Keller-Dorian-Corp. v. Comm’r, 153 F. 
(2d) 1006 (C.C.A. 2d, 1946) (affirming Tax Court), the deductibility of customs taxes 
paid by the taxpayer on an accrual basis was in issue. I.R.C. §23(c) provides for a 
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on his life insurance policy to pay the interest on a prior loan on that 
policy. A Tax Court decision that the interest was not deductible was 
upheld on the merits by the Second Circuit on the ground that the loan 
was a book transaction. Yet, leaving aside the question of whether the 
inference is factual in nature, the decision was within the discretion of 
the Tax Court since the issue as to whether the loan and payment were 
one transaction for tax purposes is an accounting problem. 

Corporations. For purposes of corporate-taxation, the term, corpora- 
tion, is given a broader meaning than a business organization with limited 
liability chartered by the government.’ Yet, the extended concept is 
completely undefined. In view of the varied nature which business organi- 
zations may assume and yet resemble corporations in some aspect, it 
would seem that the rationale of the Scottish American Trust Co. case 
is applicable. Yet, without even purporting to be applying “rules of 
general applicability’—and without the opportunity to do so—most of 
the cases have declined to review the issue as factual.?*° 

A specific rule to govern the issue in the litigation may be provided 
by a treasury regulation; if so, the issue will become legal. It is by no 
means certain, however, that an applicable regulation will provide the 
necessary rule since its breadth may still leave room for factual issues,?*" 


deduction for “Taxes paid or accrued within the taxable year, ...” A ruling of the 
Tax Court that the tax had to be accrued during the tax year in which it fell due was 
properly affirmed on the merits. 

224 139 F. (2d) 596 (C.C.A. 2d, 1944). 

2257. R.C. §3797(a)(3): “The term ‘corporation’ includes associations, joint-stock 
companies, and insurance companies.” 

226 Affirming on merits: Comm’r v. U. S. & Foreign S. Corp., 148 F. (2d) 743 (C.C.A. 
3d, 1945) ; Adkins Properties v. Comm’r, 143 F. (2d) 380 (C.C.A. 5th, 1944) ; Sherman 
v. Comm’r, 146 F. (2d) 219 (C.C.A. 6th, 1944) (Treasury regulation quoted but it did 
not lay down a specific rule, and it was not relied upon as the basis for the scope of 
review). In:Comm’r vy. City Nat. Bank & Trust Co., 142 F. (2d) 771 (C.C.A. 10th, 
1944), cert. denied 323 U.S. 764 (1944), reh. denied 323 U.S. 816 (1944), the Tax Court 
was reversed even though the Circuit Court of Appeals acknowledged that the applicable 
rules could not be easily applied to the facts (Jd. at 772): “There is no uncertainty in 
the principles which must guide us in our consideration .of this question: ... . The diffi- 
culty, as always, comes when we apply principles of law to a given state of facts.” In 
National. Bank v. Comm’r, 145 F. (2d) 649 (C.C.A. 4th, 1944), the Tax Court was 
upheld both on the basis of the substantial evidence rule, and review upon the merits. 

227 It is strange that the only cases in which the substantial evidence rule was applied 
were .covered by regulation. Poplar Bluff Printing Co. v. Comm’r, 149 F. (2d) 1016 
(C.C.A. 8th, 1945) ; Coast Carton Co. v. Comm’r, 149 F. (2d) 739.(C.C.A. 9th, 1945). 
In Comm’r v. Security-First Nat. Bank, 148 F. (2d) 937 (C.C.A. 9th, 1945), the Tax 
Court was reversed on the ground that it failed to follow a Treasury regulation providing 
that. the activities of a-business could not be found to. be narrower than that permitted by 
the. instrument creating it. At most, however, only a remand would be justified, and not 
entry of judgment on appeal, which was what the Ninth Circuit did. 
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INCONSISTENT FINDINGS 


It has already been seen that the Dobson case affirmed inconsistent find- 
ings on the issue whether the recovery of part of a prior loss required an 
adjustment “for other items properly chargeable to capital account.” ** 
That inconsistency was necessitated by the application of another rule of 
law to the same situation—a rule, the determination of which was within 
the discretion of the Tax Court. 

Choate v. Commissioner ** also reveals the application of conflicting 
rules to the same facts. In the same instrument and with the same words 
of conveyance,”° the taxpayer transferred an interest in oil leases and 
the equipment connected with their operation for a cash payment and 
royalties. The Tax Court held that, regardless of the intent of the parties, 
the transfer of the lease constituted a sublease,*** and, therefore, the 
taxpayers had to obtain the unrecovered part of their capital through 
depletion allowances. A sale of the equipment was found, however, en- 
titling the taxpayer to an allowance for its unrecovered cost. Upon the 
Commissioner’s challange of the latter ruling, the Supreme Court 
affirmed.**? As a matter of law, Mr. Justice Douglas pointed out that 
the regulations allowed depletion only for wasting assets—here, the 
oil.*** Equipment was covered by allowances for depreciation. Moreover, 
he held, the finding of a sale of the equipment by the Tax Court was. one 
of fact, not open for review upon the merits.** Again the Tax Court 
was permitted to make an inconsistent finding because the application of 
another rule of law embodied in the statute and regulations required the 
result. ‘ 

The Kelley Co, case *** raises a different issue. In that case, the tax- 


228 See pp. 182, 183 supra. 

229 324 U.S. 1 (1945). 

230 The instrument provided that the taxpayers agreed to “ ‘bargain, sell, assign and 
convey’ the Baker lease, . . . all of its right, title and interest in the property ‘together 
with all wells and the equipment thereof’. ..” T.C. Dkt. 107630, P-H T.C. Memo. 
Serv. {| 42,646 (1942). 

281 T.C. Dkt. 107630, P-H T.C. Memo. Serv. {| 42,646 (1942). “That petitioners were not 
entitled to treat the transfer of an interest in these leases as a sale, but must look to 
depletion for the return of their capital, is sufficiently clear to require but little demon- 
stration.” 

232 The Tenth Circuit upheld the Commissioner [141 F. (2d) 641 (C.C.A. 10th, 1944)], 
but the Fifth upheld the Tax Court. Hogan v. Comm’r, 141 F. (2d) 92 (C.C.A. 5th, 
1944), cert. denied 323 U.S. 710 (1944). 

233 Reg. 101, Arts. 23(m)-10 and 23(m)-18. 

234 | . the Tax Court found that the parties intended a cash sale of the equipment. 
That question is argued here as if it were open for redetermination by us. It is not. It 
is the kind of issue reserved for the Tax Court under Dobson v. Commissioner. . . .” 
324 U.S. at 3, 4. 

285 326 U.S. 521 (1946). 
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payer issued noncumulative, twenty-year, income debentures, payment of 
which would be accelerated by default. Most of the bonds were issued in 
exchange for preferred stock but some were sold at par to stockholders. 
In the Talbot Mills case, decided by the same opinion, the taxpayer issued 
twenty-five year, registered notes in exchange for common stock which 
was retired. The notes bore interest at two to ten per cent depending upon 
earnings but interest payments could be deferred until the maturity date. 
One division of the Tax Court held the payments on the Kelley Co. 
debentures to be interest,”** while another held the payments on the Talbot 
Mills notes to be dividends.*** The Circuit Courts of Appeal upheld the 
Talbot Mills decision and reversed in the Kelley Co. case.** In the 
Supreme Court, however, both Tax Court decisions were upheld as factual 
findings supported by substantial evidence. 

Mr. Justice Rutledge dissented from the reversal of the Circuit Court 
of Appeals decision in the Kelley Co. case on the ground that the burden 
was upon the taxpayer to bring himself within the confines of the per- 
missable deduction. Therefore, when a security is issued which blends 
the different varieties to such a degree that identification becomes difficult, 
the issue should be decided against the taxpayer. Moreover, he argued, 
the facts of the two cases are indistinguishable, and the Tax Court should 
not be permitted to make conflicting findings.**° 

The latter argument actually is an indirect attack upon the basic reason- 
ing of the Dobson and Scottish American Trust Co. cases. If the Tax 
Court, in different cases, cannot make inconsistent inferences from the 
application of the same rules to the same or similar facts, every issue will 
be converted into a legal question. The facts in the Talbot Mills and 
Kelley Co. cases, while similar, were not identical. In each case, therefore, 
the issue would be: how far must the facts of one case be from those of 
another to avoid the charge of inconsistency? **° Such a doctrine would 
mark the death knell of “issues of fact.” While the argument may be 
raised that inconsistent findings are unjust, there is no assurance that the 


286 1] T.C. 457 (1943). 

287 3 T.C. 95 (1944). 

238 Comm’r v. John Kelley Co., 146 F. (2d) 466 (C.C.A. 7th, 1944) ; Talbot Mills v. 
Comm’r, 146 F. (2d) 809 (C.C.A. 1st, 1944), rev’d 326 U.S. 521 (1946). 

239 “One might entertain the view that in a close situation the Tax Court’s judgment 
should be accepted whatever way the die were cast, although reviewing courts might 
differ on the direction. But it would not follow, and in my judgment should not, that they 
are powerless when the throw is in opposite directions at the same time. When this 
occurs, in my opinion a ‘clear-cut’ question of law is presented, rising above the rubric 
of ‘expert administrative determination.’ The more apt characterization would be ‘expert 
administrative fog.’” 66 S. Ct. at 305, 306. 

240 An additional complication would be how far removed in time may an “inconsistent” 
case be, or will the Tax Court be barred forever from changing its views. 











222 TAX LAW REVIEW [Vol. 2: 





courts would have greater success in drawing the dividing line between 
corifused categories.*** Moreover, it is not at all clear why it is. unjust to 
require the taxpayer to risk such decisions if he plans his transactions on 
the periphery of the permissible. 


EXcEPTIONS FROM FINALITY DoctTRINE 


Finality of Tax Court decisions is predicated upon the expertise of 
that Court in tax matters and upon the need to conserve appellate court 
energies in the face of heavy dockets. In constitutional matters, how- 
ever, the Supreme Court reserves the power to find the facts for itself. 
Otherwise, constitutional prohibitions and safeguards might be evaded by 
distorted findings.*** This doctrine is equally applicable in the tax field.*** 

In Claridge Apartments Co. v. Commissioner **° the issue was the 
effective date of certain amendments to the bankruptcy law.*** This, of 
course, is a “pure” question of law, i.e., one which can be decided without 
knowing the facts of the case. At any rate, this is only a sub-category of 
“rules of general applicability.” Mr. Justice Rutledge utilized this ground 
in ruling that the issue was reviewable on the merits, but then went on to 
add that finality did not attach to the Tax Court decision for another 
reason: the statutory provision involved an accommodation between 
revenue needs and the need for tax relief on the part of reorganized 
corporations.*** Since the Tax Court had no special competency in the 


241 See concurring opinion of Mr. Justice Frankfurter in Burton-Sutton Oil Co. v. 
Comm’r, 68 S. Ct. 861, 868 (1946): “It is suggested that the Tax Court makes 
differentiations from case to case which to the uninitiated look suspiciously like conflicting 
opinions. But it is impossible to escape nice distinctions in the application of complicated 
tax legislation. And so far as over-nice distinctions are to be made, I do not see that 
it helps the administration of law for this Court rather than the Tax Court to make them.” 

242 Tt does not follow from the decided cases that the Tax Court would be permitted 
to make inconsistent inferences in the same case from the application of the same law to 
identical fact situations. 

248 See Milk Wagon Drivers Union v. Meadowmoor Dairies, 312 U.S. 287, 293 (1941) : 
“Still it is of prime importance that no constitutional freedom, least of all the guarantees 
of the Bill of Rights, be defeated by insubstantial findings of fact screening reality. That 
is why this Court has the ultimate power to search the records in the state courts where 
a claim of constitutionality is effectively made.” 

244 Baker v. Comm’r, 149 F. (2d) 342 (C.C.A. 4th, 1945) ; see Dobson v. Comm’r, 320 
U.S. 489, 502 (1943). In the following cases the issue was whether certain state agencies 
were “political subdivisions” for the purpose of exempting the interest on its bonds from 
taxation under I.R.C. § 22(b) (4): Comm’r v. White’s Estate, 144 F. (2d) 1019 (C.C.A. 
2d, 1944), cert. denied 323 U.S. 792 (1945) ; Comm’r v. Shamberg’s Estate, 144 F. (2d) 
998 (C.C.A. 2d, 1944), cert. denied 323 U.S. 792 (1945). Because of the underlying 
constitutional issue, affirmance was on the merits. 

245 323 U.S. 141 (1944) (reversing Tax Court) 

246 11 U.S.C. § 673c(3). 

247 323 U.S. at 145. See John Kelley Co. v. Comm’r, 66 S. Ct. 299, 304 (1946). 
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latter field, no finality could under any circumstances attach to its decision 
on that accommodation. 

Other exceptions based upon lack of Tax Court expertise have been 
proposed.. Randolph Paul’s view “* that questions of local law and con- 
cepts derived from common law, such as “the meaning of ‘general power 
of appoimtment’” are proper exceptions; has gained the support of 
Mr. Justice Frankfurter,** but the Court has not yet had occasion to pass 
upon the issue. 

That the second of Mr. Paul’s proposed exceptions has any validity 
is, to say the least, doubtful. Merely because the tax law utilizes a term 
known to common law not only does not indicate that the common law 
meaning is intended,” but there is a strong likelihood that the underlying 
considerations of the tax law and the common law are different. While 
the Supreme Court has reviewed on the merits issues involving trust law 
concepts, these cases lend no support to Mr. Paul’s view for they are 
explainable by the rules governing the determinations of issues of law. 

Certain gifts, excluding those “of future interests in property” are 
exempt from the gift tax.** By regulation, future interests include 
property rights “limited to commence in use, possession or enjoyment at 
some future date or time.” ** Since the types of property interests which 
may be created by transfers are limited, most cases will involve some 
common type of limitation. While a determination of what constitutes a 
future interest is not governed by common law precedents,”* once a deci- 
sion is reached as to a particular limitation, it can be applied to other cases 
involving the same limitation. This issue is, therefore, a proper subject 
for review upon the merits ** under the rationale of the Bingham Trust 

248 Paul, Dobson v. Commissioner: The Strange Ways of Law and Fact (1944) 57 
Harv. L. Rev. 753, 847-848. 

249 See concurring opinion of Mr. Justice Frankfurter, Bingham’s Trust v. Comm’r, 
325 U.S. 365, 377, 381 (1945). Confusing language of Mr. Justice Reed may also be 
taken to have this meaning. See John Kelley. Co. v. Comm’r, 66 S. Ct. 299, 304 (1946) 
(finality would not apply to issues as to “whether an act applies to transfers antecedent 
to its enactment or to income or estate taxes from, trusts or to situations which involved 
conflicts of law”). (italics added) 

250 Mr. Paul concedes this much: “This is not to say that the language of the common 
law should always be construed in the light of the common law rather than sensible tax 
policy.” (Paul, op. cit. supra note 248 at p. 847, note 441). This writer contends that a 
tax statute should never be construed in the light of the common law when it conflicts with 
“sensible tax policy.” 

251 T.R.C. § 1003(b). 

252 Reg.. 79, Art. 11. 

258 Wisotzkey v. Comm’r, 144 F. (2d) 632 (C.C.A. 3d, 1944) “We are not here con- 
cerned with the distinctions and technicalities found in the ancient (and too often outworn) 
common-law rules governing estates in land. . . . Adherence to such technical common- 
law fictions would hamstring our taxing process and would frustrate the very purposes 


for which tax laws are enacted.” (Jd, at 636). 
284 Fondren v. Comm’r, 324 U.S. 18 (1945) ; Comm’r v. Disston, 325 U.S. 442 (1945) ; 
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case. The novel, borderline case may well be treated as factual, however.?** 

Tax consequences hinge, for the most part, upon rights determined by 
state law. Since the Tax Court has no special competency outside of the 
tax field, the rationale underlying finality is inapplicable.” At times, the 
problem under the tax law will be solved once the rights under state law 
are determined. This is the case under Section 162(b) which provides 
that the income of an estate or trust “which is to be distributed cur- 
rently” to distributees or beneficiaries is taxable to the recipient.” Sec- 
tion 811(a) provides another example.*** That section includes within the 
estate of a decedent for tax purposes all property “To the extent of the 
interest therein of the decedent at the time of his death.” 

Even in the area where the tax consequences hinge upon determinations 
of state law, there may be room for finality of Tax Court findings. The 
state rule may be a flexible one, dependent upon an evaluation of particular 
circumstances present in the case. If the Tax Court’s decision reveals an 
understanding of the rule, expediency would call for finality.” This 


Wisotzkey v. Comm’r, 144 F. (2d) 632 (C.C.A. 3d, 1944); Roberts v. Comm’r, 143 F. 
(2d) 657 (C.C.A. 5th, 1944), cert. denied 324 U.S. 841 (1945); Hutchings-Sealy Nat. 
Bank v. Comm’r, 141 F. (2d) 422 (C.C.A. 5th, 1944), aff'd 312 U.S. 393 (1940). 

255 Cf. Comm’r v. Sharp, 153 F. (2d) 163 (C.C.A. 9th, 1946) (Alternative) (Limita- 
tion under which trustee required to pay over income but could accumulate “balance,” 
held not to be a future interest). 

256 Although state law may be determinative of the rights involved, it does not follow 
that the federal courts should be bound by lower state court determinations in a non- 
adversary proceeding. Earle v. Comm’r, 157 F. (2d) 501 (C.C.A. 6th, 1946). Where 
only the Treasury in adversely affected, the local courts do not hesitate to determine 
rights with one eye on the tax consequences. Yet the Tax Court was reversed on the 
basis of such local determinations: Masterson v. Comm’r, 141 F. (2d) 391 (C.C.A. 5th, 
1944) ; Eisenminger v. Comm’r, 145 F. (2d) 103 (C.C.A. 8th, 1944). In Comm’r v. 
Childs’ Estate, 147 F. (2d) 368 (C.C.A. 3d, 1945), a Tax Court decision accepting a 
determination of rights in accord with an accounting in the local state court was reversed 
on the ground that an uncontested proceeding which doesn’t pass on the issue is not binding. 

257 ].R.C. §162(b). Affirming on merits: Doty v. Comm’r, 148 F. (2d) 503 (C.C.A. 
Ist, 1945). Remanding for further facts: Saltonstall v. Comm’r, 148 F. (2d) 396 
(C.C.A. 1st, 1945). 

Under I.R.C. § 162(c), income of an estate or trust which may be distributed or accumu- 
lated is taxable to the beneficiary if “properly paid or credited.” Affirming on merits: 
In re Roger’s Estate, 143 F. (2d) 695 (C.C.A. 2d, 1944), cert. denied 323 U.S. 780 (1944). 

258]. R.C. §81l(a). Reversing: Smith’s Estate v. Comm’r, 140 F. (2d) 759 (C.C.A. 
3d, 1944). In Wasserman v. Comm’r, 139 F. (2d) 778 (C.C.A. Ist, 1944), the court 
purported to apply the substantial evidence rule, but, actually, review was upon the merits. 

The determination of community property rules would be another such instance. Re- 
versing: Bishop v. Comm’r, 152 F. (2d) 389 (C.C.A. 9th, 1945) ; McFaddin v. Comm’r, 
148 F. (2d) 570 (C.C.A. 5th, 1945). Affirming on merits: Comm’r v. Porter, 148 F. 
(2d) 566 (C.C.A. 5th, 1945) ; Comm’r v. Snowden, 148 F. (2d) 569 (C.C.A. Sth, 1945) ; 
Comm’r v. Sims, 148 F. (2d) 574 (C.C.A. 5th, 1945) ; Payne v. Comm’r, 141 F. (2d) 398 
(C.C.A. 5th, 1944). 

259 Substantial evidence rule applied: Comm’r v. Lewis, 141 F. (2d) 221 (C.C.A. 3d, 
1944) (Under state law, whether carrying expenses for unproductive reality is chargeable 
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consideration finds wide application in the determination of rights de- 
rived from contracts and other instruments, especially when the meaning 
of obscure language or a determination of intent is in issue.”** 

Although state law determines the particular rights of the taxpayers 
in relation to property, the characterization of the bundle of rights for 
tax purposes is a federal problem. A number of examples of this category 
have already been examined: taxability for the income of family partner- 
ships or Clifford trusts, and the gain on the sale of corporate property 
by stockholders who received it as a liquidating dividend, and whether 
the terms of an instrument resulted in a sale or lease.*™ 

There are other cases where state law may hover about the periphery 
of the problem, but that is as far as it enters into the determination. 
By statute, income is taxed to an estate if received “during the period of 
administration or settlement of the estate.” °°? An implementing regula- 
tion provides that the “period” is the actual one needed “to perform the 
ordinary duties pertaining to administration.” ** Thereafter the bene- 


to corpus or income is dependent on the circumstances of each case) ; Lazard v. Comm’r, 
153 F. (2d) 348 (C.C.A. 5th, 1946) (Under state law, wife’s separate property adminis- 
tered by husband is community property. Issue is whether husband managed his wife’s 
property as if it were his own); Snyder v. Comm’r, 148 F. (2d) 385 (C.C.A. 6th, 1945) 
(Issue is whether dealings added up to a joint venture); Jurs v. Comm’r, 147 F. (2d) 
805 (C.C.A. 9th, 1945) (State law permits wife to waive community property interest. 
Issue was whether instrument constituted such a waiver). 

260 Substantial evidence rule applied: Comm’r vy. Midland Electric Coal Corp., 152 F. 
(2d) 171 (C.C.A. 7th, 1945) ; Stockstrom v. Comm’r, 151 F. (2d) 353 (C.C.A. 8th, 1945) ; 
Busch v. Comm’r, 148 F. (2d) 798 (C.C.A. 8th, 1945); Jurs v. Comm’r, 147 F. (2d) 805 
(C.C.A. 9th, 1945). The Tax Court was reversed on interpretations in the following: 
Lum v. Comm’r, 147 F. (2d) 356 (C.C.A. 3d, 1945) (Also adopts local characterization 
of federal issue) ; Thornley v. Comm’r, 147 F. (2d) 416 (C.C.A. 3d, 1945) (Also refused 
to follow Tax Court decision on accounting problem) ; Friedmann v. Comm’r, 145 F. (2d) 
594 (C.C.A. 7th, 1944), cert. denied 324 U.S. 865 (1945). Affirming on merits: Welsbach 
Eng. & Management Corp. v. Comm’r, 140 F. (2d) 584 (C.C.A. 3d, 1944), cert. denied 
323 U.S. 751 (1944). In Comm’r v. Security-First Nat. Bank, 148 F. (2d) 937 (C.C.A. 
9th, 1945) the Circuit Court decided that the Tax Court had failed to consider the terms 
of an instrument as required by regulation. Instead of remanding for an interpretation, 
it proceeded to supply it). In Comm’r v. Netcher, 143 F. (2d) 484 (C.C.A. 7th, 1944), 
cert. denied 323 U.S. 759 (1944), the rule of the applicable statute and regulation made 
the result depend upon the intent of the trust instrument. Here state law plays no part 
whatever since the federal statute operates directly upon the instrument. Yet the Tax 
Court was reversed on the interpretation. 

261 See pp. 190-199, 220 supra. In the following cases, the courts declined to follow 
local characterization on repetitive situations: Putnam’s Estate v. Comm’r, 324 U.S. 393 
(1945) ; Du Val’s Estate v. Comm’r, 152 F. (2d) 103 (C.C.A. 9th, 1945), cert. denied 
66 S. Ct. 1013 (1946). Contra: McCullough v. Comm’r, 153 F. (2d) 345 (C.C.A. 2d, 
1946). In Lum v. Comm’r, 147 F. (2d) 356 (C.C.A. 3d, 1945), the court gave undue 
influence to local characterization in reversing the Tax Court on a factual issue. 

2621. R.C. § 161 (a) (3). 

263 Reg. 94, Art. 162-1. 
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ficiaries are taxable for the income. In Frederick v. Commissioner,?* the 
executors decided to operate. a business rather than liquidate. A Tax 
Court ruling upholding a deficiency upon the heirs for the income was 
reversed by the Fifth Circuit. The latter Court held that the period al- 
lowed by statute was the actual rather than the needed period. This is a 
rule of general applicability, the evaluation of the correctness of which 
is not within the scope of this article. The Court, however, went on to 
add that the contrary decision would result in a collateral attack upon the 
state court decision permitting operation of the business. Actually, 
whether or not a state permits executors to operate a business rather than 
settle the estate has no relation to a federal tax statute governing the 
taxability for the income of that business. The injection of the local law 
issue to support the result was without basis. 





CoNCLUSION 


There are three categories of Tax Court decisions: those involving 
legal, factual and accounting issues. An accounting issue is present if 
the rule of law governing the case is within the discretion of the Tax 
Court. This situation arises when neither statute nor regulation provides 
an applicable rule. Both the factual and legal issues, however, are gov- 
erned by a statutory or regulatory rule. In the former category, the 
significant facts constitute a unique pattern changing from case to case; 
here, the Tax Court decision is sustained on review if supported by 
substantial evidence. In the latter, the significant facts form a combina- 
tion which reappears in succeeding cases; and the review is upon the 
merits. 

Whatever difficulties the presence of borderline cases may raise in the 
application of the rationale, the dividing lines among the categories are 
clear in theory. Moreover, with the exception of a few of Mr. Justice 
Frankfurter’s opinions, the decisions of the Supreme Court have con- 
sistently applied the rationale. Yet, the difficulty of the Circuit Courts of 
Appeal has been primarily with the dividing lines. A hearty dislike for the 
doctrine has encouraged specious attempts at differentiation and an over- 
reliance upon loose bits of language taken out of context. It is but slowly 
and gradually that the unwavering application of the rationale by the 
Supreme Court is forcing the Circuits into line. While this attitude of 
the Circuit judges is shared by both tax attorneys and the Bureau of 
Internal Revenue, the reasons underlying it are many and varied. 

For tax lawyers, the factual category poses new difficulties. If a 


264145 F. (2d) 796 (C.C.A. 5th, 1944). 
265 For a typical expression of opposition see Fraenkel, Editorial, N.Y.L.J., Aug. 28, 
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Tax Court decision is to be upheld as long as it is supported by substantial 
evidence, the planning of tax consequences and tax avoidance becomes 
hazardous for any situation categorized as factual.. Yet the difficulty of 
the tax lawyer constitutes an added safeguard thrown around the reve- 
nue—in a period in which the burden of carrying an immense public debt 
demands it. 

If the taxpayer’s difficulty brings delight to the Treasury, the latter 
has done a good job in hiding it. Essentially, there are three Treasury 
objections to the new doctrine. First, the administrative difficulties of the 
Treasury are increased in attempting to enforce the tax law. The Treasury 
wants to be able to distribute definite rulings to guide its staff on the one 
hand,*® and, on the other, it is opposed to the idea of bringing numerous 
cases before the Tax Court to see which way the die is cast. To a great 
extent this difficulty is overemphasized since the Treasury can issue regu- 
lations to cover gaps in the statutory rules." It would seem far better, 
however, for the Government to rely upon the indefiniteness of the factual 
category as a weapon against tax evasion. Even if some cases are lost 
when a new issue arises, a large number of cases revealing the same 
problem are bound to educate the tax judges. 

Second, the Treasury would prefer strengthening of the rule that the 
burden is upon the taxpayer to bring himself within a category bearing a 
lower tax.*** Typically, this would operate in the Government’s favor in 


1946, p. 346: see, Sisto Financial Corp. v. Comm’r, 149 F. (2d) 268, 269 (C.C.A. 2d, 
1945) (“its weight was finally to be measured by the Tax Court, a proposition which it 
appears hard for the bar to accept”). 

_ 266To get around the factual category, Treasury counsel have been stipulating the 
facts to such a degree that the court is faced with a proposition of general applicability. 
E.g., Hawkins vy. Comm’r, 152 °F.°(2d) 221 (C.C.A. 5th, 1945); Lamson Bldg. Co. v. 
Comm’r, 141 F. (2d) 408 (C.C.A. 6th, 1944). In Comm’r vy. Stewart’s Estate, 153 F. (2d) 
17 (C.C.A. 3d, 1946), the stipulation concerned a valuation problem. As has been indi- 
cated, the court is not justified in treating such issues as legal even with a stipulation 
narrowing the factors. See note 194 supra. Government counsel may reach the same 
result by contending for a rule of general applicability and thus forcing the court to rule 
upon the contention as a matter of law. E.g., Bodell vy. Comm’r, 154 F. (2d) 407 (C.C.A. 
Ist, 1946). This attitude of hostility may have been abandoned recently. See Kirschen- 
baum v. Comm’r, 155 F. (2d) 23 (C.C.A. 2d, 1946), cert. denied 67 S.Ct. 75 (1946), 
where the Treasury relied upon the doctrine. 

267 Compare T.D. 5488 (1945), Int. Rev. Butt. 46-2.2; 461 CCH 186A in which the 
Treasury attempted to formulate specific standards for judging Clifford trusts. 

268 Thus, in the Dobson case, application of ‘the rule would have resulted in a decision 
for the Corftimissioner. “This rule apparently ‘motivated the Circuit Court of Appeals in 
so holding: “The Court of Appeals concluded that the ‘tax benefit theory’ applied by the 
Tax Court ‘seems to be an injection‘into the law of an equitable principle, found neither 
in the statutes nor in the regulations.” Because the Tax Court’s reasoning was not embodied 
in any statutory precept, the court held that the Tax Court was not authorized to resort 
to it in determining whether the recovery should be treated as income or return of capital. 
It held as matter of law that the recoveries were neither ‘féturn of capital nor capital gain, 
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situations now included within the factual category. On the other hand, 
the Circuit Courts of Appeals never enforced this policy. Since the Tax 
Court is more likely to do so, especially if pressed by the Treasury, finality 
of Tax Court decisions will eventually operate to the Government’s benefit. 

Finally, although the Bureau of Internal Revenue has not been given 
adjudicatory functions, it feels entitled, as an administration agency with 
expertise in the tax field, to have its views on the law given weight on 
issues of law.**° By encompassing what would otherwise be legal questions 
in the factual category, less weight is ‘attached to the interpretations of 
the Bureau. 

In part, many of the affirmances on the merits by the Circuit Courts of 
Appeals are due to caution.*” If review has been on the merits, the de- 
feated party cannot raise a grievance based on the reviewability rules as 
long as the two courts agreed. On the other hand, if the substantial evi- 
dence rule is applied where the litigant was entitled to review on the 
merits, he is aggrieved by the effective denial of his right of appeal. Still, 
some decisions reveal resentment at the loss of jurisdiction.” It would 


but were ordinary income in the year received.” See Dobson v. Comm’r, 320 U.S. 489, 
492 (1943). 

The dissenting opinion of Mr. Justice Rutledge in the Kelley Co. case was based upon 
this rule (see p. 42 supra). In the following cases affirmance on the merits was predicated 
upon the burden rule: Eugene Ashe Electric Co. v. Comm’r, 153 F. (2d) 295 (C.C.A. 
5th, 1946) ; Holdcraft Transp. Co. v. Comm’r, 153 F. (2d) 323 (C.C.A. 8th, 1946). 

269 Dwan, Administrative Review of Judicial Decisions: Treasury Practice, (1946) 
46 Cox. L. R. 580, 582, note 5; Paul, Dobson v. Commissioner: The Strange Ways of 
Law and Fact, (1944) 57 Harv. L. Rev. 753, 843- sien Paut, FepeRAL Estate AND GIFT 
TAXATION (1946 Supp.) 534, 599. 

270 E.g. Cooperstown Corp. v. Comm’r, 144 F. (2d) 693 (C.C.A. 3d, 1944), cert. denied 
323 U.S. 772 (1944). See concurring opinion of Judge Hutcheson, National Bronx Bank 
v. Comm’r, 147 F. (2d) 651, 652 (C.C.A. 2d, 1945), cert. denied 325 U.S. 872 (1945) 
(“As to Dobson’s case, there seems to be considerable confusion as to whether it is a 
precedent for anything, and, if so, for what.”). 

271 In Stockstrom v. Comm’r, 148 F. (2d) 491 (C.C.A. 8th, 1945), although the sub- 
stantial evidence rule was applied the Judges expressed the view that this was only done 
because standards had not as yet been developed by the cases, i.e., that the factual category 
was temporary. “It is to be wished, of course, that the field opened up by the Clifford 
case may come to have some definite monuments, but the doctrinal state in which the 
matter has been left by the Supreme Court permits, for the present, of only a case-by-case 
progression ‘to determine precisely where the line shall be drawn. .. .’” (Jd. at 496, 497). 
See concurring opinion of Judge Sanborn: “I think the Tax Court might well have 
decided this case in favor of the taxpayer, but the standard for determining to whom 
the income was taxable is presently so vague and indefinite that I have no conviction as 
to whether the decision of the Tax Court is, as a matter of law, right or wrong. I there- 
fore concur. I think it is unfortunate that courts which are required to determine such 
controversies as this must express opinions which are obviously little more than guesses.” 
(Id. at 497). See Cushman v. Comm’r, 153 F. (2d) 510, 513 (C.C.A. 2d, 1946) ; Littel v. 
Comm’r, 154 F. (2d) 922, 923 (C.C.A. 2d, 1946) ; Sala v. Comm’r, 146 F. (2d) 228, 230 
(C.C.A. 2d, 1944) ; Hall v. Comm’r, 150 F. (2d) 304, 306 (C.C.A. 10th, 1945). Finally 
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seem far better for Circuit judges to take advantage of the opportunity 
to remove a substantial burden from the docket, and devote that time to 
a field where they are better qualified to decide issues. 


we may note the refusal of Circuit Judges to obey the admonition of the Scottish American 
Trust Co. case not to search the record for conflicting inferences: Singletary v. Comm’r, 
155 F. (2d) 207 (C.C.A. 5th, 1946) ; Hughes v. Comm’r, 153 F. (2d) 712 (C.C.A. 5th, 
1946) ; Express Pub. Co. v. Comm’r, 143 F. (2d) 386 (C.C.A. 5th, 1944); Thal v. 
Comm’r, 142 F. (2d) 874 (C.C.A. 6th, 1944) ; Harbor Plywood Corp. v. Comm’r, 143 F. 
(2d) 780 (C.C.A. 9th, 1944) ; see Comm’r v. Celanese Corp., 140 F. (2d) 339, 341 (App. 
D.C. 1944) (“. .. the conclusion reached by that Court [the Tax Court], supported as 
here we think it is, by the stipulated facts and the established law, necessarily forecloses 
the question, unless there is something else in the record which of itself impels a different 
result.”). More recently we may note a decision going to the other extreme under the 
influence of Mr. Justice Frankfurter’s views. Brooklyn Nat. Corp. v. Comm’r, 157 F. 
(2d) 450 (C.C.A. 2d, 1946). 





The foregoing article is dedicated in deep affection to the 
memory of Dr. Alexander Pekelis, whose untimely death on 
December 28, 1946 was an irreparable loss to legal science and 
to the humanity which he served so brilliantly. 














Supplement C 
VINCENT H. MALONEY 


INTRODUCTION 


Ox: of the most unwelcome features of the excess profits tax was its 
imposition of high rates of tax on a segment of income which in many 
cases is almost impossible to measure. The ascertainment of total taxable 
income is a familiar problem but this tax was imposed only on that por- 
tion of such income which exceeded the applicable credit and a specific 
exemption. Accordingly, the computation of the credit was as important 
as the computation of income but it was a new concept and its definitions 
were subject to all‘of the usual uncertainties of statutory innovations. 
In addition, the theory followed in computing the invested capital credit, 
one of the two alternative credits, was that there should be a close rela- 
tionship between the income tax basis of a taxpayer’s assets and its in- 
vested capital. This inevitably led to the series of complex rules embodied 
in Supplement C as a means for arriving at equitable results where the 
taxpayer acquired property in tax-free transactions. 

Supplement C consists of sections 760 and 761 of the Internal’ Revenue 
Code. These sections provide special rules for the computation of in- 
vested capital in the event that the taxpayer corporation has received 
property in connection with certain exchanges,’ tax-free intercorporate 
liquidations,” or a statutory merger or consolidation.* Regulations inter- 
preting the two sections are found in Regulations 112.* 

Sections 760 and 761 were added to the Internal Revenue Code by 
section 230 of the Revenue Act of 1942. They are applicable to taxable 
years beginning after December 31, 1941.° However, it was provided by 


Vincent H. Maroney (A.B., University of Rochester, LL.B., New York University, 
C.P.A.) is a member of the New York Bar, a partner of Alvord & Alvord, and lecturer 
at New York University Institute on Federal Taxation and Practising Law Institute. 

1T.R.C. § 760. 

2 § 761. 

3 § 761(f). 

* Regulations 112 are applicable to years beginning after December 31, 1941. Regula- 
tions 109 contained the applicable regulations for years beginning before January 1, 1942. 
There are no material differences in the two sets of regulations, except that Regulations 
112 do not contain provisions corresponding to sections 30.760-4 and 30.761-9 of Regula- 
tions 109. These tw@ sections dealt with optional retroactivity ‘of the Supplement C 
provisions to taxable years beginning in 1940 and 1941. 

5 Section 201, Revenue Act of 1942. 


5 231 
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section 230(d) of the 1942 Revenue Act that either or both of these 
sections might be made applicable for all taxable years beginning after 
December 31, 1939, if the taxpayer should so elect in accordance with 
regulations prescribed by the Commissioner.°® 

For years beginning after December 31, 1939 and prior to January 1, 
1942, rules somewhat similar to those of section 760 were provided by 
sections 750 and 751 of Supplement B.’ These sections were made in- 
applicable to taxable years beginning after December 31, 1941 by section 
229(b) of the Revenue Act of 1942.8 

Rules for computing invested capital after certain tax-free liquidations, 
mergers and consolidations were prescribed for years beginning after 
December 31, 1939 and prior to January 1, 1942 by section 718(a) (5), 
section 718(b)(4) and section 718(c)(4). These were all made in- 
applicable to years beginning after December 31, 1941 by section 230(c) 
of the 1942 Revenue Act.® In many cases there will be wide differences 
between the results obtained from computations under these prior rules 
and those obtained from section 761 computations. These differences may 
work in the taxpayer’s favor in some situations, but the indefinite statutory 
language and the obscure meaning of some portions of the regulations 
make a conclusive determination by taxpayers under section 761 almost 
an impossibility in some instances.” 





6 These regulations, referred to in note 4 supra, require such elections to have been 
made on or before March 15, 1944. However, see note 10 infra. 

7 Section 752 (relating to highest bracket amount), also contained in Supplement B 
was repealed as of the date of its enactment by section 229(a) (1) of the Revenue Act of 
1942. . 

8 Section 230(b) (2) of the 1942 Revenue Act amended §719(a)(1) (relating to bor- 
rowed capital) to harmonize with the rules of § 760. This amendment is made retroactive 
to any taxable year for which § 760 is applied retroactively. Presumably, retroactivity of 
the § 719 amendment makes § 750 and § 751 inapplicable for the computations with respect 
to years beginning prior to January 1, 1942, although the 1942 Revenue Act does not 
include a specific provision to this effect. In any event, since the § 760 rules tend to 
produce a smaller credit than the prior rules, probably not many elections were filed to 
make it retroactive. 

® Section 230(d) of the 1942 Revenue Act provides that an election to make § 761 
retroactive will also make these sections inapplicable to all taxable years beginning after 
December 31, 1939. 

10]t is possible that this unfortunate lack of clarity was one factor which prompted 
the Commissioner to amend sections 30.760-4 and 30.761-9 of Regulations 109 by T.D. 5335 
on March 1, 1944. This amendment added a paragraph to each of the sections dealing 
with the requirements for electing to make §760 or § 761 retroactive. The paragraph 
provided that the Commissioner could grant a reasonable extension of time for making 
the election if the taxpayer showed prior to March 15, 1944 to the Commissioner’s satis- 
faction (1) that unusual circumstances existed in the taxpayer’s case and (2) that the 
extension of time would not jeopardize the interests of the Government. 
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EXCHANGES 


Purpose of the Section 760 Rule. The purpose of the section 760 rule 
is to limit the amount of the basis for property received in a tax-free 
transaction, which will be regarded as paid-in equity invested capital in 
case liabilities were assumed, or if debt obligations were issued, or if 
money or other property were given as part of the consideration for the 
transfer. Section 718(a) (2) specifies that the amount to be included for 
property paid in for stock, or as paid-in surplus, or as a contribution to 
capital is the unadjusted tax basis for determining loss upon sale or 
exchange."* If the property has a carry-over basis,’* provision is made 
for proper adjustments (such as adjustments for depletion or deprecia- 
tion) with respect to the period before the property was paid in.** No 
rule is provided in section 718, however, for allocating the basis of 
property between the amount to be regarded as paid-in equity invested 
capital and the amount to be regarded as consideration for the assumption 
of liabilities of the transferor, or for the issuance of bonds, notes, etc. 
or the transfer of money or other property in connection with the ex- 
change by the transferee. Section 760 provides such a rule in case the 
property was received from another corporation and has a carry-over 
basis in the hands of the transferee.”* 

The necessity for the rule is apparent from an examination of the 
structure of the excess profits credit based on invested capital. The theory 
is that earnings at a certain rate ** on the capital invested in the enterprise 
are to be regarded as normal and not subject to tax at the excess profits 
tax rate."* The statutory invested capital includes both equity invested 
capital ** and borrowed invested capital.** Borrowed invested capital *° 
represents 50% of borrowed capital as determined under section 719(a). 
Interest paid on borrowed capital is deductible in computing net income * 
but the deduction is not allowed with respect to 50% of such interest 


11 The use of the basis for determining loss is intended to exclude unrealized apprecia- 
tion in value as of March 1, 1913 from invested capital. Cf. §113(a) (14). 

12 Technically, this is a basis determined by reference to the basis for such property in 
the hands of its preceding owner, defined as a “substituted basis” by § 113(b) (2) (A). 

13 See last sentence of §718(a) (2). 

14.No similar rules are provided to cover the cases of property received with a carry- 
over basis from individuals or partnerships, or property received which has a cost basis 
under the general rule of § 113(a). 

15 The rates allowed are provided by § 714. 

16 Such earnings are, of course, subject to the Chapter 1 taxes. 

17 $718. 

18 § 719, 

19 §719(b). 

20 § 23(b). 
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for the purpose of determining income subject to the excess profits tax.” 
This adjustment avoids the duplication which would result from allow- 
ance of both the invested capital credit and a deduction for interest paid 
on the same invested capital. It is apparent, however, that so far as the 
excess profits tax is concerned this adjustment minimizes the benefit of 
including outstanding indebtedness in invested capital. There is a benefit 
only to the extent of the excess of the rate of credit allowed by section 714 
on invested capital over the rate of interest payable on the indebtedness 
treated as invested capital.”* 

There might have been an additional benefit from the inclusion of 
indebtedness as invested capital except for the rule of section 760. Equity 
invested capital for money or property paid in is limited to the amount 
paid in.** Borrowed capital, however, is includible at the face amount of 
the indebtedness (excluding interest) regardless of the amount of con- 
sideration received for it. If bonds and stock have been issued for a 
lump sum of cash, it has been held that the amount received for each 
should be measured by the ratio which the value of each on the date of 
issue bears to the total value for both.** This conclusion was reached in 
determinations of the amount of bond discount to be amortized. In 
the absence of any rule, such as section 760, the same principle would 
seem to be applicable in determining how the amount of a lump con- 
sideration in money or other property is to be allocated between stock and 
bonds for the purposes of invested capital determinations.** Such a rule 
of allocation might produce more or less invested capital than the rule of 
section 760, depending on the relationship between the face amount of 
the bonds issued and the basis for the property received. Since 50% of 
the face amount of the bonds is included, there would be an advantage 
if the portion of the basis allocated to bonds were less than their face 
amount, and an adverse result if the amount of basis allocated to bonds 


21 § 711(a) (2) (B). 

22 This benefit amounts only to the difference between the excess profits tax (reduced 
by post-war refund) and the Chapter 1 tax on the amount of income eliminated by the 
difference in rate. In some cases, treatment of indebtedness as invested capital will be a 
disadvantage. Thus, if a taxpayer has $10,000,000 of equity invested capital and a 
$10,000,000 bond issue bearing interest at 5%, $5,000,000 of the bond issue will represent 
borrowed invested capital. Since the credit allowed on invested capital in excess of 
$10,000,000 is only 5%, such credit can only offset the disallowance of the interest deduc- 
tion. However, if the taxpayer has inadmissible assets, the full $5,000,000 will not be 
allowed as invested capital and, accordingly, the 5% credit does not make up for the loss 
of the 5% interest deduction. 

28§718(a)(1) and (2). 

24See Pierce Oil Corporation, 32 B.T.A. 403 (1935); Natural Gas Pipeline Com- 
pany of America, 45 B.T.A. 939 (1941). 

25 If the consideration consists only of money, it is possible that the § 760 rule does not 
apply. See discussion under Definitions of Exchange, Tranferor and Transferee, infra. 
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exceeded their face amount. The section 760 rule, therefore, is in 
harmony with the provision of section 719, in that section 719 includes 
indebtedness at its face amount and section 760 allocates a portion of the 
property basis equivalent to the face amount of bonds or notes issued, or 
the amount of indebtedness assumed, in connection with transactions 
which qualify as exchanges within the meaning of section 760.”° 

Definitions of Exchange, Transferor and Transferee. An “exchange” 
is defined by section 760 as a transaction by which property is acquired 
by one corporation from another with a carry-over basis.” The corpora- 
tion which acquires the property is defined as a “transferee” and the 
corporation which transferred the property is defined as a “transferor.” ** 

Property is considered to have been received in an exchange within the 
meaning of section 760 only if it is includible in equity invested capital 
under section 718(a) as money or property paid in for stock, or as 
paid-in surplus, or as a contribution to capital of the transferee.” It is 
questionable whether the receipt of money alone would qualify as an 
exchange under the definition. Money is includible within the term 
property for the purposes of section 112(b)(5).°° Property acquired in 
connection with a transaction described in section 112(b) (5) has a carry- 
over basis in the hands of the transferee.** But although money is con- 
sidered to be property when received in a transaction by which property 
is acquired with a carry-over basis, the statutory concept of “basis” does 
not seem applicable to money.** Since money is always taken into account 
for tax purposes at its amount, it would require a strained interpretation 
of the carry-over basis provision to bring the mere receipt of money 
within the section 760 definition of an exchange.** 

The limitation of exchanges to transactions whereby property received 
is includible as property paid in for stock, or as paid-in surplus, or as a 
contribution to capital, eliminates exchanges which constitute inter- 
corporate liquidations under section 761.°* The example of such a 





26 However, in the case of the transactions described in note 14 supra, apparently the 
property basis would be allocated between the various classes of consideration in a 
manner similar to that approved in the bond discount cases referred to in note 24 supra. 

27 See note 12 supra. 

28 § 760(a) (1). 

29 Reg. 112, Sec. 35.760-1(a). 

30 See G.C.M. 24,415, Int. Rev. Burr. 1944-22-11884. 

81 § 113(a) (8) (A). 

82 For example, where money is referred to in the basis provisions of §113(a), the 
reference is to the “amount of any money.” See § 113(a) (6), (9) and (18). 

88 Jt is possible that such transactions were intentionally excluded by the § 760 defini- 
tion. They were apparently included under the prior definition of § 750. See Reg. 109, 
Sec. 30.750-2. The regulations under § 760 take no definite position on the point. See 
Reg. 112, Sec. 35.760-1(a). 

84 Reg. 112, Sec. 35.760-1(b) (2). However, a transaction may be an intercorporate 
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transaction, which is given in the regulations, is where corporation A 
owned the entire stock of corporation B prior to 1940, and corporation C 
acquired in 1940 the assets of A and B in a statutory consolidation. The 
receipt by C of the assets of A would constitute an exchange under section 
760.°° The receipt of B’s stock by C would also be an exchange. How- 
ever, even though C’s basis for the assets of B is a carry-over basis,** the 
receipt of such assets is not an exchange because section 761(f) 
specifically provides that C shall be deemed to have acquired such assets 
in an intercorporate liquidation of B.** 

Comparison of Section 760 Definition and Section 750 Definition. The 
section 760 definition of “exchange’”’ embraces more types of transactions 
than the section 750 definition, but excludes some tax-free transactions 
which were covered by the section 750 definition and do not produce a 
carry-over basis.** The wider application of section 760 is produced by its 
definition of an exchange as a transaction which produces a carry-over 
basis. Section 750(a) defined an exchange in terms of certain particular 
tax-free transactions which usually, but not always, produce a carry-over 
basis for property in the hands of the transferee. The acquisitions of 
property covered by section 750(a) were those to which section 112(b) (4) 
or (5), or so much of section 112(c), (d), or (e) as refers to section 
112(b)(4) or (5), or to which a corresponding provision of a prior 
revenue law, is or was applicable, or those occurring after December 
31, 1917 which resulted in a property basis determined under section 
113(a)(8)(B), or which would have resulted in such a basis if section 
113(a)(8)(B) had been in effect at the time of the transaction. It is 
doubtful whether this cumbersome definition would produce the desired 
result in all the cases it covers, assuming that the desired result is pro- 
duced by the section 760 definition which limits exchanges to transactions 
producing a carry-over basis for the property in the hands of the trans- 
feree.*® The regulations under section 750 pointed out that the fact that 





TAX LAW REVIEW [Vol. 2: 


liquidation as to part of the property received and an exchange as to the balance. See 
note 114 infra. 

35 A statutory consolidation is a reorganization within the definition of § 112(g) (1) (A). 
Property acquired by a corporation after December 31, 1935 in connection with a re- 
organization has a carry-over basis under §113(a)(7)(B). Therefore, since corporation 
C would issue its stock to acquire the assets of corporation A, the receipt of A’s assets 
would be an exchange. 

86 See note 35 supra. 

87 See discussion under Statutory Mergers or Censolidations infra. 

88 See INTRODUCTION, supra, as to years for which § 750 was applicable. 

89 For example, a transferee might have acquired property after December 31, 1917 and 
in a taxable year beginning before January 1, 1936 in pursuance of a plan of reorganiza- 
tion by issuance of its stock and securities to another corporation, a party to the re- 
organization. Although this would be an exchange to which § 112(b) (4) was applicable, 
the property would not have a carry-over basis in the hands of the transferee if less than 
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the property exchanged consisted solely of cash would not prevent the 
transaction from qualifying as an exchange within the meaning of 
section 750(a).* 

Types of Exchanges Included in the Section 760 Definition. In deter- 
mining whether a transaction qualifies as an exchange within the meaning 
of section 760(a), it is necessary to refer to the provisions of section 
718(a) in order to determine whether the transferee has, or had, a carry- 
over basis for the property.** The use of the past tense refers to the 
sentence in section 718(a)(2) which provides that if the property has 
been disposed of prior to the year for which the invested capital is being 
computed, the basis of the property shall be determined for this purpose 
under the law applicable to the year of disposition, but without regard to 
the value of the property at March 1, 1913.** The reference to March 1, 
1913 value is intended to bar the use of such value if the property was 
disposed of in a year for which the applicable law prescribed March 1, 
1913 value as the basis for determining loss for property acquired prior 
to that date.** 

The most general application of section 760 is in the case of property 
for which a carry-over basis is prescribed by sections 113(a) (7) or (8).“ 
Section 113(a) (7) refers to acquisitions of property after December 31, 
1917 in connection with a reorganization within the meaning of section 
112(g).*° Section 113(a’)(8) refers to acquisitions after December 31, 


50% of its stock were issued therefor. Accordingly, although such a transaction would 
qualify as an exchange under § 750, it might not qualify under § 760. 

40 Reg. 109, Sec. 30.750-2. Apparently, such a transaction does not qualify as an ex- 
change within the meaning of § 760(a). See discussion under Definitions of Exchange, 
Transferor and Transferee and note 33 supra. 

41 § 760(a) (2). 

42 This provision was added by section 218 of the 1942 Revenue Act. It is applicable 
only with respect to taxable years beginning after December 31, 1941. It may be, how- 
ever, that an election to make § 760 applicable to prior years would be considered to extend 
retroactivity to this provision of §718(a) because of the provision in § 760(a)(2) that 
the property basis is to be determined in accordance with § 718(a). 

43 See Section 204(b), Revenue Act of 1924; Section 204(b), Revenue Act of 1926; 
Section 113(b), Revenue Act of 1928; Section 113(a) (13), Revenue Act of 1932. 

44 The basis, however, may be an amount different from that computed under § 113. 
§718(a)(2) provides that if the unadjusted basis is a substituted basis, it shall be 
adjusted with respect to the period before the property was paid in by an amount equal 
to the adjustments proper under §115(1) for determining earnings and profits. The 
regulations under § 760 provide further that in determining the unadjusted basis to the 
transferee, the amount of any gain or loss recognized to the transferor upon the exchange 
shall be limited to the gain or loss taken into account under §115(1) in computing the 
earnings and profits of the transferor. Reg. 112, Sec. 35.760-1(c) (1). 

45 Reg. 112, Sec. 35.760-1(c)(1) describes the complicated basis provisions which 
“freeze” a basis prescribed by the 1932 or 1934 Revenue Acts. It is also explained in 
section 35.760-1(c) (2) how the basis of property may differ if it was disposed of in one 
year rather than another. 
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1920 in transactions described in section 112(b) (5), or as paid-in surplus 
or as a contribution to capital of the transferee. The regulations refer to 
these acquisitions and also list additional cases where a carry-over basis 
is prescribed for property acquired for stock, or as paid-in surplus, or as a 
contribution to capital.*® 

The Section 760 Rule. The section 760 rule provides that where prop- 
erty has been received in an exchange,*’ the amount of the basis to be 
included under section 718(a) as paid in for stock, or as paid-in surplus, 
or as a contribution to capital, is the excess of the basis over : 

(a) The amount of any liability of the transferor assumed by the 
transferee in connection with the exchange, and of any liability to which 
the property received was subject, plus 

(b) The amount of any liability of the transferee (such as a liability 
for bonds or notes issued) which constituted consideration for the 
property, plus 

(c) The aggregate amount of any money and the fair market value of 
any other property (excluding stock issued by the transferee or items 
described in (a) and (b), above) transferred to the transferor as addi- 
tional consideration for the property. 

It is apparent that the effect of this rule is to allocate the basis of 
property received in an exchange first to any consideration given by the 
transferee other than its own stock, and only the remaining portion of the 
basis is to be included under section 718(a) as paid-in equity invested 
capital.** 

The difference between the section 760 rule and the prior rule of section 
751 * is that under section 751 the basis of the property to be included 
as equity invested capital was reduced by the amount of money and the 
fair market value of any other property given by the transferee as con- 
sideration, only if such money or property was not permitted to be re- 
ceived by the transferor without the recognition of gain." Under this 


46 Reg. 112, Sec. 35.760-1(b). The additional provisions referred to are §113(a) (17), 
(20), (21), (22) and corresponding provisions of prior revenue laws. Reference is also 
made to provisions of consolidated returns regulations which prescribe a carry-over basis 
for property acquired by a member of an affiliated group of corporations from another 
member of such group during a consolidated return period. 

47 See definition under Definitions of Exchange, Transferor and Transferee, supra. 

48 See discussion under Reduction of Invested Capital Under the Seciion 760 Rule, infra, 
for the effect on invested capital, if the amount of the consideration, other than stock, 
exceeds the basis of the property. 

49 See INTRODUCTION, supra, as to years for which § 751 was applicable. 

50 The § 751 rule also required a reduction similar to that required under § 760(b) (1) 
for the amount of any, liabilities of the transferor which were assumed by the transferee, 
or for any liability to which the property received was subject. 
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rule no reduction was required if the transferee issued bonds as part of 
the consideration and such bonds represented securities whose receipt was 
tax-free to the transferor under section 112(b) (4).°* Such bonds were 
not recognized as borrowed capital for the transferee.°* The section 760 
rule requires a reduction for the amount of any such bonds issued as 
consideration. As a corollary to the section 760 rule, indebtedness issued 
under such circumstances is recognized as borrowed capital.°* Thus, the 
amount of the property basis represented by the amount of such indebted- 
ness was treated as equity invested capital under section 751 and is treated 
as borrowed capital under section 760." 

Another aspect of the difference between the two rules is the treatment 
of money or other property (other than debt securities issued by the trans- 
feree) given by the transferee as consideration for the property in addi- 
tion to the transferee’s stock. Under the section 751 rule, the basis of the 
property includible as invested capital was reduced only if such considera- 
tion was not permitted to be received by the transferor without the recog- 
nition of gain.® In other words, if no taxable gain was recognized to 
the transferor, no reduction was required in the amount of the property 
basis includible as equity invested capital by the transferee. If there was 
a gain realized by the transferor in an exchange which came within the 
provisions of section 112(b) (4), it was not recognized if the transferor 
distributed the property or money in pursuance of the plan of reorgani- 
zation.” It is conceivable, moreover, that the transferor might have sus- 
tained a loss on the exchange, as, for example, in a situation where the 
property transferred had depreciated in value. In such case, of course, 
no gain to the transferor could be recognized.®* This aspect of the section 
751 rule does not seem appropriate. Money or other property of the 
transferee would presumably have been reflected in its invested capital. 
If it was given as part of the consideration for property received in an 
exchange, it would seem proper to reduce the amount of the basis in- 
cludible as invested capital for the property received by the amount of 


51 See Reg. 109, Sec. 30.751-1 and 2. 

52§751(b). 

53 § 760(b) (2). 

54 See amendment to §*719(a) by section 230(b) (2), Revenue Act of 1942. 

55 The § 760 rule is obviously less advantageous to taxpayers in this respect because 
of the limited benefit obtained from treating borrowed capital as invested capital, as 
pointed out in discussion under Purpose of the Section 760 Rule and note 22 supra. 
However, there does not appear to be any equitable reason why such indebtedness should 
be given special treatment as it was under the § 751 rule. 

58 Section 760(b) (3) requires a reduction for this purpose, whether or not such money or 
property was permitted to be received by the transferor without the recognition of gain. 
See Reg. 112, Sec. 35.760-2. 

57 § 112(d) (1). 

58 Section 112(e) provides for non-recognition of the loss sustained on such an exchange. 
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money or property given as consideration in addition to the transferee’s 
stock. It would seem immaterial whether or not such money or other 
property was recognized as taxable gain to the transferor. This apparent 
error in principle has been corrected in the section 760 rule.” 

It is significant that both section 751 and section 760 require a reduc- 
tion for the “fair market value” of other property rather than the “basis” 
of such property. This is explained by consideration of the effect of the 
transfer of property under such circumstances on the earnings and profits 
of the transferee. The issuance of stock by the transferee is not a transac- 
tion on which gain or loss is recognized. The transfer of property in 
connection with the transaction, however, would be subject to the gain 
or loss recognition provisions of section 112. If a gain is recognized, 
the excess of fair market value over basis will be included in the trans- 
feree’s earnings and profits.°? Accordingly, the use of fair market value 
in the section 760 computation prevents a duplication in equity invested 
capital for the amount of such excess. If the basis exceeds fair market 
value, no loss is recognized.® Accordingly, the earnings and profits of 
the transferee will not be reduced by the excess of basis over fair market 
value. If the equity invested capital resulting to the transferee from the 
exchange were reduced by the excess of basis over fair market value in 
this situation, the loss would in effect be recognized by such reduction. , 
Thus, the use of fair market value in section 760(b)(3) prevents a 
duplication of a recognized gain or an indirect reflection of any unrecog- 
nized loss in the transferee’s equity invested capital as the result of its 
transfer of other property as additional consideration for the exchange. 

Neither section 760 nor section 751 provides a rule to cover the situa- 
tion created where the transferee owned stock of the transferor prior to 
the exchange transaction. For example, assume that corporation A had 
purchased 80% of the stock of corporation B for $1,000,000 cash which 
represented money originally paid in for corporation A’s stock. The 
$1,000,000 would be included in corporation A’s equity invested capital 
under section 718(a)(1). Next, corporation A issued its stock to corpo- 
ration B in exchange for all the assets of corporation B.** Subsequently, 
corporation B was liquidated and corporation A received back 80% of its 
own stock which it had issued in the exchange as a liquidating distribution 





59 The qualifying phrase “not permitted to be received by such transferor without the 
recognition of gain” in § 751(a)(2) does not appear in § 760(b) (2) or (3). 

60 Reg. 111, Sec. 29.22(a)-15. 

61 See §112(c) and (d). 

62 § 115(1). 

63 §112(e). 

64 For convenience, it may be assumed that corporation B had no liabilities. 
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in cancellation of the 80% of corporation B stock which corporation A 
owned. This type of transaction has been held to constitute a tax-free 
exchange under section 112(b)(4) as to the issuance of stock for the 
property, and a tax-free exchange under section 112(b)(3) as to the 
subsequent return of part of the stock in liquidation.® There is nothing 
in section 760 to prevent an increase in corporation A’s equity invested © 
capital for the entire assets of corporation B which were received in the 
exchange. There would appear to be a resulting duplication to the extent 
of the $1,000,000 cash which corporation A had previously paid for 
80% of the stock of corporation B. This duplication might be eliminated 
by the operation of some provision of section 718, since corporation A 
will have a basis of $1,000,000 for the shares of its own stock received in 
liquidation of corporation B.** If corporation A cancels such stock, 
there will be a reduction of its equity invested capital. If it is held as 
treasury stock, it will be regarded as an inadmissible asset * and thus 
reduce invested capital.°* However, neither of these reductions would 
be effected, if such stock has been reissued for money or property prior 
to the year for which invested capital is being determined. In such case, 
corporation A’s invested capital may include the $1,000,000 of cash 
originally paid in, the basis of the assets of corporation B acquired in 
the exchange, and the consideration for which the treasury stock was 
reissued.”° If the $1,000,000 cash item is not offset or eliminated in 
some manner, there is an obvious duplication since it was used to acquire 
stock of corporation B, and the assets attributable to such stock are also 
included in corporation A’s invested capital. 

Reduction of Invested Capital Under the Section 760 Rule. The previ- 
ous paragraph described the application of the section 760 rule to limit 
the amount includible in equity invested capital of the transferee for 
property acquired in an exchange, to the excess amount of the basis of 
such property over the sum of the three items listed in section 760(b). 
If the sum of those items exceeds the basis of the property received, 
there is no addition to equity invested capital, but instead the daily in- 
vested capital is thereafter reduced by such excess." This reduction will 
be a permanent adjustment of the daily invested capital computed under 


65 See Helvering v. Winston Bros., 76 F. (2d) 381 (C.C.A. 8th, 1935) ; General Motors 
Corporation, 35 B.T.A. 523 (1937), modified 106 F. (2d) 995 (C.C.A. 6th, 1939). 

66 § 113(a) (6). 

67 Reg. 112, Sec. 35.718-5. 

68 Reg. 112, Sec. 35.720-1. 

69 § 715. 

70 It is possible, however, that consideration received for the reissuance of treasury 
stock will not be included as money or property paid in for the purposes of § 718(a). 

™ § 760(c). 
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section 717 even though the liabilities described in section 760(b) have 
been retired and no longer represent borrowed capital.” 

The rule of section 760(c) is an extremely harsh one in that for the 
purpose of computing the reduction in daily invested capital, borrowed 
capital is included at its face amount,” although daily invested capital 
before such reduction is computed by including only 50% of the face 
amount of borrowed capital."* Furthermore, liabilities assumed which do 
not constitute borrowed capital are not reflected in invested capital of the 
transferee while they are outstanding. Thus, the section 760(c) reduc- 
tion goes beyond the elimination of any duplication in the transferee’s 
invested capital. 

The rule would be more equitable if the amount computed under 

section 760(c) did not take into account outstanding liabilities of the 
transferee described in sections 760(b)(1) and (2) to the extent of 
50% if such liabilities represent borrowed capital and to the extent of 
100% otherwise. With such a modification of the rule, amounts which 
have not been included, directly or indirectly,” in daily invested capital 
under sections 718 or 719: would not be excluded therefrom under 
section 760(c). When the liabilities cease to be outstanding, the proper 
result is obtained under the rule without such a modification. As pointed 
out in note 72, the funds used to retire the liabilities are presumably fully 
reflected in the invested capital. Since the funds are not available for use 
in the business after being used to pay the liabilities, the reduction under 
section 760(c) is appropriate. 
_ The regulations emphasize the harsh result which may be produced 
by the application of section 760(c).”* An example is set forth in which 
the daily invested capital for each day after the exchange is a minus 
amount. There is a serious question whether this is a correct interpreta- 
tion of sections 717 and 760(c). The statute merely states that daily 
invested capital is to be “reduced” by the amount computed under section 
760(c). It would seem to be questionable whether an item can be reduced 
below zero. In any event, the Commissioner’s interpretation is not 
carried to its logical conclusion since the regulations state that in no 
case may the average invested capital for the year be an amount less than 
zero.” 

72 However, if such liabilities have been retired, they would probably have been paid 
by the use of funds which represent either paid-in capital or accumulated earnings, either 
of which will be reflected in the transferee’s invested capital in place of retired borrowed 
capital. 

"8 § 760(b) (2). 

7 §719(b). 

™ See note 72 supra. 


76 Reg. 112, Sec. 35.760-3. 
11 Ibid. 
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LIQUIDATIONS 


Purpose of the Section 761 Adjustment. Section 761 provides adjust- 
ments to be made to equity invested capital if property has been received 
in a tax-free liquidation of another corporation.** The occasion for an 
adjustment is that the gain or loss realized on the liquidation by the 
transferee of the property would not otherwise be includible in its in- 
vested capital.” However, in spite of the tax-free character of the transac- 
tion, there has been a substitution of the assets received as a liquidating 
distribution for the stock of the liquidated corporation. The general 
purpose of section 761 is to adjust the invested capital of the transferee 
for.the difference between the basis of the stock and the basis of the 
assets substituted therefor. 

The amount of the section 761 adjustment represents the difference 
between: (a) the aggregate amount of the money and the tax basis of the 
other property received in the liquidation, and (b) the sum of the amounts 
of the basis of the stock, liabilities of the transferor assumed (or liabili- 
ties to which the property received is subject) and any other consideration 
given by the transferee. If the aggregate amount under (a) exceeds the 
sum of the amounts under (b), there is a “plus adjustment.” *° Con- 
versely, if the sum of the-amounts under (b) exceeds the aggregate 
amount under (a), there is a “minus adjustment.” ** 

A plus adjustment increases, and a minus adjustment decreases, the 
equity invested capital otherwise computed.*? However, the adjustments 
are applied differently if the transferor’s stock was held with a “cost 
basis,” than if such stock was held with “other than a cost basis.” * If 
the stock had a cost basis, the adjustment is made in the earnings and 
profits of the transferee as if on the. day following the liquidation the 
adjustment represented a recognized gain or loss.** If the stock had an 


78 Technically, a taxable liquidation is one which results in a recognized gain or loss 
to the stockholder. Gain or loss is measured by comparing the value of the property re- 
ceived as a liquidating distribution with the tax basis for the stock in the hands of the 
stockholder. 

79 Gains or losses which are recognized in computing net income are taken into account 
in computing earnings and profits, and as earnings and profits are included in equity 
invested capital under §718(a) (4). Non-recognized gains and losses, however, are not 
taken intd account in computing earnings and profits. See §115(1). 

80 § 761(b) (1). 

81 § 761(b) (2). 

82 § 761(d). 

88 These terms are used in § 761(c) and (d) without definition. However, see discussion 
under Basis of Stock as Cost or Other Than Cost, infra, as to provisions of the regulations 
prescribing the method of determining whether stock is held with a basis of cost or other 
than. cost. 

84 § 761(d) (1). 
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other than cost basis, a plus adjustment is added to equity invested capital 
as a separate item under section 718(a), or a minus adjustment is de- 
ducted from equity invested capital as a separate item under section 
718(b).*° Since computation of the adjustments is required on a share by 
share basis,®* it is theoretically possible to have four adjustment items 
from a single liquidation: an aggregate plus and an aggregate minus 
with respect to cost basis stock, and an aggregate plus ‘and an aggregate 
minus with respect to other than cost basis stock. For practical purposes, 
however, there will be no more than two adjustments: a net plus or 
minus with respect to cost basis stock and a net plus or minus with respect 
to other than cost basis stock. 

Adjustments with respect to cost basis stock are computed, as well as 
applied, differently from those with respect to other than cost basis stock. 
The difference lies in the determination of the basis of property other than 
money which is received by the transferee in the liquidation. If the stock 
had an other than cost basis, the property received is taken into account 
in the computation at the carry-over basis prescribed by the first sentence 
of section 113(a)(15).*’ If the stock had a cost: basis, however, rules 
are provided for determining a different basis at which the property is 
to be taken into account in the computation.** The basis in such case is 
one determined according to the cost of the stock to the transferee. This 
basis, rather than one otherwise prescribed by section 113, is used in the 
computation of the plus or minus adjustment. It is also used for any 
determination made after the liquidation “in computing any amount, 
determined by reference to the basis of such property in the hands of the 


transferee, entering into the computation of the invested capital of the 


transferee.” *° 


The theory of these adjustments for liquidations is that the invested 
capital of the transferee after the liquidation should be the same as it 
would have been if the transferee had acquired the transferor’s assets 
directly rather than by the indirect route of first acquiring the stock and 
then acquiring the assets in liquidation. This theory followed to its logical 
conclusion would have the same result as that produced in the cases hold- 


85 § 761(d) (2). 

86 § 761(b) (3) and (d). 

87 § 761(c) (2). However, see discussion under Adjustment for Liquidation of Other 
Than Cost Basis Stock, infra, as to rules prescribed by the regulations for determining 
the adjusted basis-of such property at the time of its receipt in liquidation. 

88 § 761(c) (1). See Adjustment for Liquidation of Cost Basis Stock—Basis of Property 
Received in Liquidation, infra, for discussion of the regulations interpreting these rules. 

89 § 761(e). This special basis in the transferee’s hands is referred to as the “invested 
capital basis” of such property. See Adjustment for Liquidation of Cost Basis Stock— 
Invested Capital Basis, infra, for discussion of this provision and the regulations there- 


under. 
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ing that an acquisition of stock for the purpose of acquiring the under- 
lying assets is in substance an acquisition of the assets.°* To the extent 
that section 761 produces this result, it is immaterial for invested capital 
purposes whether the principles of these cases are applicable to a particular 
transaction. Moreover, these cases involved liquidations which im- 
mediately followed the acquisition of stock and were found to be the 
final step in a connected series of transactions, whereas section 761 is 
intended to produce the same result, regardless of the period of time 
between the stock acquisition and the liquidation. The difference in the 
treatment accorded liquidations of cost basis stock from that applicable 
to liquidations of other than cost basis stock is in harmony with this basic 
concept. If the stock had a cost basis, the transaction was in substance a 
purchase and the underlying assets are given the basis for invested capital 
purposes appropriate to the price paid for the stock. If, however, the 
stock had an other than cost basis, the transaction in substance represented 
the acquisition of assets as paid in capital and adjustments are therefore 
made in order to substitute the basis of the underlying assets for the 
amount included in invested capital for the transferor’s stock. 

The special property basis provisions applicable to liquidation of stock 
held with a cost basis prevent a distorted result if the purchase price of 
the stock reflected any unrealized appreciation or depreciation in the 
value of the underlying properties. For example, assume that corporation 
A paid $1,000,000 for all the stock of corporation B and that corporation 
B’s assets consisted of one item of property which had a value at the 
time of $1,000,000 but a basis in corporation B’s hands of $100,000. If 
corporation B were liquidated under section 112(b) (6), corporation A 
would receive the property item with a carry-over basis of $100,000." 
Then, if such basis were applicable in computing the section 761 adjust- 
ment, corporation A would have a minus adjustment of $900,000." 
Corporation A’s invested capital would be reduced by this amount with 
the result that the property item would be reflected in corporation A’s in- 
vested capital at the amount of $100,000, although corporation A in effect 
paid $1,000,000 for such property when it paid that amount to acquire 
the stock of corporation B. The inequity of such a result is avoided by 
ascribing a basis of $1,000,000 in such a case to the property item for 
the purpose of computing the plus or minus adjustment. Accordingly, 


90 See Piedmont Financial Co. Inc., 26 B.T.A. 1221 (1932); Prairie Oil & Gas Co. v. 
Motter, 66 F. (2d) 309 (C.C.A. 10th, 1933) ; Comm’r v. Ashland Oil & Refining Co., 99 
F. (2d) 588 (C.C.A. 6th, 1938). 

91 § 113(a) (15). 

92 The excess of $1,000,000, corporation A’s basis for the stock of corporation B, over 
$100,000, the basis of the property received in the liquidation. 

















246 TAX LAW REVIEW [Vol. 2: 


there would be no adjustment in this case, with the result that the property 
item will be reflected in corporation A’s invested capital at the full 
$1,000,000 cost reflected in the price paid for the stock of corporation B. 

The adjustments in the case of other than cost basis stock also prevent 
distortion in the invested capital if the basis of the assets acquired in the 
liquidation is different from the basis of the stock. For example, assume 
that corporation A issued its stock to acquire all the stock of corporation 
B, that the corporation B stock had:a basis to corporation A of $100,000,°** 
and that corporation B’s assets consisted of one item of property which 
had a basis in corporation B’s hands of $500,000. Corporation A would 
have an addition to its equity invested capital of $100,000 from the acqui- 
sition of corporation B’s stock. However, if corporation B were liquidated 
under section 112(b) (6), corporation A would receive its property with 
a carry-over basis of $500,000.°* Although corporation A is permitted 
for income tax purposes to use the carry-over basis of $500,000 for thé 
assets, its invested capital would still reflect only the $100,000 basis for 
the stork except for the section 761 adjustment. Accordingly, under sec- 
tion 761 there is a plus adjustment of $400,000. By means of this 
adjustment the property item is reflected in corporation A’s invested capi- 
tal at its full basis of $500,000. This is a carry-over basis which is 
consistent with the nature of the transaction by which the corporation B 
stock was acquired with an other than cost basis. 

Prior to the enactment of section 761, the excess profits tax law pro- 
vided for adjustments to the invested capital of the transferee after a 
tax-free liquidation in sections 718(a)(5),and (b)(4).° These were 
limited in their application to liquidations covered by section 112(b) (6). 
This section only deals with liquidations occurring after December 31, 
1935, and, accordingly, no adjustments were prescribed for tax-free 
liquidations which had occurred prior to that date. 

Section 718(a)(5) provided for an addition to invested capital for 
gain computed under the statutory formula, and section 718(b) (4) pro- 
vided for a reduction in invested capital if the formula produced a loss 
rather than a gain. However, the reduction could not exceed the ac- 
cumulated earnings and profits of the transferee as of the beginning of 
the taxable year for which the invested capital computations were made.*" 
The formula for determining a gain or loss was substantially the same as 


93 It is assumed that this is a carry-over basis under §113(a) (7) (B). 

94 § 113(a) (15). 

®5 The excess of $500,000, the basis of: the property received in the liquidation, over 
$100,000, corporation A’s basis for the stock of corporation B. 

96 See INTRODUCTION, supra, as to the taxable years for which § 718(a) (5) and (b) (4) 
were applicable. 

97 § 718(b) (4). 
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the formula for computing plus or minus adjustments under section 761. 
However, there was no difference in the adjustment under sections 
718(a)(5) or (b) (4) if the stock of the transferor had been held with 
a cost rather than an other than cost basis. 

The legislative history of section 761 indicates that it was originally 
conceived as an attempt to apply the same rules in computing. invested 
capital of a transferee as would be applicable if the transferor had not been 
liquidated and the two corporations were included in a consolidated return. 
The Ways and Means Committee Report stated : °° 


These adjustments are expressions of principles applicable in the computation 
of consolidated invested capital where the identical problem of retaining in 
the invested capital of the parent the investment in the stock of subsidiary. 
versus the inclusion of. the invested capital of the subsidiary is posed. Rules 
are prescribed respecting comparable situations in Consolidated Returns Regu- 
lations 110 and it is contemplated that the Commissioner will use a similar 
approach in the regulations to be prescribed under section 761. 


The Senate Finance Committee rewrote section 761 and made numerous 
clarifying changes. The Committee Report contained the following as to 
the regulations to be prescribed by the Commissioner : °° 


The section, as amended by your committee, contemplates (as did the House 
bill) the application of the section under regulations which the Commissioner 
is directed to prescribe. Because of the variety of situations in which stock or 
property may be acquired, to which must be applied the general rules of the 
section, the provisions of subsection (g) have been somewhat expanded in 
order to make it clear that the subsection contemplates rules on the following 
matters : 

(1) ‘A series of transferees of the property’: The extent to which, if the 
transferor is in a prior transaction a transferee, such transferor is to stand in 
the shoes of his transferor in the preceding transaction in determining acquisi- 
tion of control, adjusted basis, etc. ; the application of subsections (c) and (e) 
in such cases. 

(2) ‘The stock of the transferor is acquired by the transferee from another 
corporation’: The extent to which the transferee is to be regarded as stand- 
ing in the shoes of such other corporation, in determining cost basis, acquisi- 
tion of control, adjusted basis, etc. ; the application of subsections (c) and (e) 
in such cases. 

(3) ‘Basis and adjusted basis’: The application of the terms ‘cost basis’ and 
‘basis other than a cost basis’: the application of the rules prescribed in the 
last two sentences of section 718(a)(2) as amended by the bill; the applica- 
tion of the excess profits tax basis if it be different from the income tax basis; 
the nonapplication of adjustments authorized in section 113(a) (11), or other 
adjustments inappropriate in the computation of equity invested capital; the 
application of other adjustments necessary to reflect invested capital, or pre- 
vent duplication or distortion; the basis to be used under section 720; the 


98 H.R. Rep. No. 2333, 77th Cong., 2d Sess. (1942) 158. 
99 Sen. Rep. No. 1631, 77th Cong., 2d Sess. (1942) 225, 226. 
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assignment to specific property of the aggregate adjusted basis under sub- 
section (c), adjustments to be made, and the accounting principles to be used 
in such assignment, or adjustment. 
It is perhaps significant that the Senate Committee made no reference to 
an approach in the regulations similar to the consolidated return regula- 
tions.*°° This may have been an intentional omission so that the Com- 
missioner would not be restricted in drafting regulations. In any event, 
it is important to bear in mind that the regulations are supported by this 
broad delegation of authority to write detailed rules within the framework 
of the statute. The regulations fail in some instances, however, to pro- 
vide clear and explicit guides for the complex situations presented by 
corporate reorganizations. The results achieved are not consistent in all 
cases with the principles of the consolidated return regulations. It must 
be admitted, however, that section 761 is necessary if an equitable invested 
capital is to be produced under the basic concepts of section 718. The 
problem presented by the various types of property acquisitions through 
tax-free liquidations is sufficiently complicated so that it is easier to find 
flaws in the solutions offered by the regulations than it would be to evolve 
clear and simple rules to cover all of the cases which may arise. 

Definition of Intercorporate Liquidation. In general, an “intercorporate 
liquidation,” as the term is used in section 761, means the receipt of 
property by one corporation in complete liquidation of another under a 
provision of law by which no gain or loss is recognized to the recipient 
corporation. Liquidations are included which come within section 112 
(b) (6), but not those which come within sections 112(b)(7), (9) or 
(10). Also included are liquidations of a member of an affiliated group 
during a period for which a consolidated income or excess profits tax re- 
turn was filed, provided there was statutory authority to support the 
regulations which treated such liquidations as tax-free. A liquidation is 
not included if the transaction is in reality a tax-free exchange under 
section 112(b) (3), even though the corporation whose stock is exchanged 
is liquidated as a part of the reorganization exchange. A statutory merger 
or consolidation also comes within the definition if one of the corporations 
involved owned stock in the other prior to the reorganization.*™ 

It is apparent that the basic simplicity of the general definition becomes 
considerably obscured by the limitations and special rules of section 761, 


100 The proyisions of the consolidated return regulations are applicable only if an 
affiliated group elects to make a consolidated return. See § 141. The application of § 761 
is automatic, however, without any choice on the part of the‘ taxpayer. 

101 Presumably only statutory mergers or consolidations which qualify as reorganiza- 
tions under section 112 are meant to be included within the definition. Cf. Morgan Mfg. 
Co. v. Comm’r, 124 F. (2d) 602 (C.C.A. 4th, 1941) ; Roebling v. Comm’r, 143 F. (2d) 
810 (C.C.A. 3d, 1944). 
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as well as the complexity of the income tax laws applicable to the included 
transactions. The regulations partially resolve the confusion, but there 
are still areas where the application of the section is not clear. An un- 
necessary confusion resulted’ from two blind cross-references in the 
original statute, but this has been eliminated as the result of subsequent 
legislation.** In so far as the section 112(b) (6) liquidations are con- 
cerned, not much clarification was necessary. The regulations point out 
that the special case is. included where the basis of the property received 
is fixed by the last sentence of section 113(a)(15).*° For no apparent 
reason, this case was not covered by the adjustments under sections 
718(a)(5) and (b) (4), but it is now subject to the same rules under 
section 761 as other section 112(b) (6) liquidations. 

The regulations are not so clear as to what other transactions are in- 
cluded in the general phraseology of part (2) of the definition. They list 
the specific consolidated return regulations which are applicable as pro- 
visions of law making liquidations tax-free, but make no attempt to 
describe any other provision of law to which a reference was intended by 
the statute. Fot example, they do not refer to the situation where a 
liquidation occurred in connection with a reorganization and was treated 
as a part of the tax-free transaction, even though the law applicable at 
the time treated an isolated liquidation as a taxable transaction to the 
corporate stockholder. For example, where corporation A, as a part of a 
plan to acquire the assets of corporation B, issued its stock to acquire all 
the stock of corporation B and then immediately proceeded to liquidate 
corporation B, the liquidation was treated as one step in a tax-free re- 
organization. No gain or loss was recognized to corporation A by reason 
of the receipt of corporation B’s property and corporation A’s tax basis 
for the property received was the same as the basis in the hands of ‘the 
transferor, corporation B.** 

The regulations point out that consolidated return regulations which 
attempted to make liquidations tax-free during consolidated return periods 
were not valid for taxable years beginning prior to January 1, 1929.?* 


102 Section 761 was added to the Code by the Revenue Act of 1942. It referred to § 112 
(b) (7) and (b) (10). There was no § 112(b) (7) in the Code and apparently reference was 
meant to that section of the Revenue Act of 1938. The reference to § 112(b) (10) was toa 
provision proposed to be added to the Code by the Revenue Act of 1942, which was 
eliminated by the Conference Committee. Present §112(b)(7) and (b) (10) were added 
to the Code by the Revenue Act of 1943. 

108 Reg. 112, Sec. 35.761-1(a) (1). 

104 See Piedmont Financial Co. Inc., 26 B.T.A. 1221 (1932) ; cf. Prairie Oil & Gas Co. 
v. Motter, 66 F. (2d) 309 (C.C.A. 10th, 1933) ; Comm’r v. Ashland Oil & Refining Co., 
99 F. (2d) 588 (C.C.A. 6th, 1938). 

105 See G.C.M. 11,676, XII-1 Cum. Butt. 75. 
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They then suggest that there may be some other provision of law under 
which such liquidations carried out in years prior to 1929 might qualify. 
This other provision may be the reorganization provision applicable to 
the situation described above where the liquidation is but one step in a 
transaction which in its entiréty qualifies as a tax-free reorganization. 
There is a possibility, however, that the regulations also intend to recog- 
nize that liquidations which were taxable under the law applicable to the 
year of the liquidation become intercorporate liquidations by reason of 
a consistent position maintained under section 734. For example, the 
Commissioner originally took the position that the liquidation prior to 
1929 of a member of an affiliated group during a consolidated return 
period was an intercompany transaction and no gain or loss was to be 
recognized therefor to the transferee member of the group. Although this 
position was incorrect,*°° in many cases the liquidation was treated as 
tax-free on this basis in the final determination of income tax liability of 
the group for the year involved. The consistent treatment of such a 
transaction in the present determination of invested capital of the trans- 
feree is to treat it as a tax-free liquidation. Consistent, although incor- 
rect, treatment is authorized under section 734 *” in the determination of 
invested capital of the taxpayer. Accordingly, it seems entirely logical to 
treat section 734 as the provision of law which prescribes non-recognition 
of gain or loss on the liquidation for invested capital purposes. If this is 
true, then the transaction comes within the definition of section 761 and 
its rules are applicable to the liquidation in the same manner as other 
liquidations which were correctly treated as tax-free when they occurred. 
A liquidation does not come within the definition if it occurs as part of a 
reorganization in which stock of the liquidated corporation is exchanged 
solely for stock or securities of another corporation which is a party to 
the reorganization.*** For example, assume that corporation P owned 
all the stock of corporation S. Pursuant to a plan of reorganization, cor- 
poration § transferred all its properties to corporation S(1) in exchange 
for all the stock of corporation S(1), and distributed the corporation 
S(1) stock to corporation P in liquidation. Corporation P exchanged 
stock of corporation S for stock of corporation S(1) and, consequently, 
the receipt of the corporation S(1) stock in liquidation of corporation S 
was a tax-free exchange under section 112(b)(3). Accordingly, the 
liquidation of corporation S does not qualify as an intercorporate liquida- 





106 G.C.M. 11,676 supra. 
107 Reg. 112, Sec. 35.734-2(c). This provision is considered a correct statement of the 


purpose and effect of § 734. See Senate Finance Committee Report, 77th Cong., 2d Sess., 
No. 1631, p. 212. 
108 Reg. 112, Sec. 35.761-1(b). 
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tion. The theory behind the exclusion of this transaction seems to be 
that corporation S was not liquidated into corporation P in a real sense 
because the properties formerly held by corporation S are held by corpora- 
tion S(1) after the reorganization has been completed. Thus, the transac- 
tion was in substance a mere substitution of corporation $(1) for corpora- 
tion S as the subsidiary of corporation P. 

The regulations point out that the mere fact that stock of another 
corporation is received in a liquidation does not disqualify the liquidation 
under the foregoing exception.*° For example, if corporation P owns 
all the stock of corporation S and corporation S owns all the stock of 
corporation S(1), corporation P might receive the stock of corporation 
S(1) along with the other assets of corporation S in a tax-free liquidation 
of corporation S under section 112(b)(6). Such a liquidation would 
qualify as an intercorporate liquidation. 

The distinction between the two cases above is that the first involved a 
reorganization in the course of which corporation S transferred all its 
properties to corporation S(1), with the liquidation of corporation S$ 
forming one step in the reorganization, whereas the second case involved 
only a liquidation of corporation S. Unfortunately, however, sections — 
112(b) (3) and (b)(6) are not mutually exclusive in all cases with the 
result that a liquidation which qualifies as a tax-free exchange under 
(b) (3) may also qualify as a ‘tax-free liquidation under (b) (6). . 

Even though the liquidation of corporation S in the first case described 
above might qualify'as a tax-free liquidation under section 112(b) (6), 
as well as a tax-free exchange under section 112(b)(3),™° it is not an 
intercorporate liquidation within the meaning of section 761. If this is 
the correct interpretation of the exception stated at the end of the defini- 
tion, then the wrong result may be produced as to corporation P’s invested 
capital. The cause for this wrong result is another exception to be found 
in the basis provision of section 113(a) (6). This section provides that 
the tax basis of property received in a tax-free exchange shall be the 
same as that of the property exchanged, but this rule does not apply 
if a different basis is prescribed by section 113(a)(15).™* Section 
113(a)(15) provides that the basis of property received in a section 
112(b) (6) liquidation shall be its basis in the hands of the transferor. 
Thus, assume that, as above,corporation S transfers its property to cor- 
poration $(1), receives back all the stock of corporation $(1), and is 


109 Reg. 112, Sec. 35.761-1(b). 

110 For example, if the transaction occurred in a year to which §112(b)(6) was 
applicable, the steps taken to liquidate and dissolve corporation S might comply with the 
requirements of § 112(b) (6). 

111 § 113(a) (6). 
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then liquidated, transferring the corporation S(1) stock to corporation P. 
Corporation P has exchanged the corporation S$ stock for corporation 
S(1) stock in a tax-free exchange under section 112(b)(3). Its basis 
for the corporation S(1) stock should be the same basis that it had for 
the corporation S stock, except that the liquidation of corporation S met 
all the requirements of a tax-free liquidation under section 112(b) (6). 
Accordingly, under the exception in section 113(a)(6) the basis under 
section 113(a)(15) is applicable and the basis which corporation S had 
for the corporation S$(1) stock carries over to corporation P. The effect 
which this may have on corporation P’s invested capital is shown by the 
following example: 

- Example: Corporation P organized corporation S$ and transferred 
$100,000 to it for its stock. The basis of the corporation S$ stock to cor- 
poration P was $100,000. Next, corporation S accumulated $100,000 of 
earnings from its operations, so that corporation S$ had total assets of 
$200,000. At this point, pursuant to a reorganization, corporation S 
transferred the $200,000 of assets to corporation $(1) for all the stock 
of corporation S(1). The basis of the corporation $(1) stock to corpora- 
tion S would be $200,000, under section 113(a)(6). Then, as part of 
the plan of reorganization, corporation S$ was liquidated and corporation 
P received the stock of corporation S(1) in place of the stock of corpora- 
tion S. Assuming that the liquidation of corporation S is tax-free under 
section 112(b)(6), as well as section 112(b)(3), corporation P’s 
basis for the corporation S(J) stock is fixed by section 113(a)(15) at 
$200,000. Since this is an inadmissible asset, corporation P’s invested 
capital will be reduced accordingly. But it will be reduced for a $200,000 
inadmissible asset, although corporation P’s invested capital was not 
otherwise affected, since the transaction was not an intercorporate liquida- 
tion.”** If it had been treated as an intercorporate liquidation, corporation 
P’s invested capital would have been increased by $100,000 as a plus 
adjustment. This increase would be offset by the reduction resulting from 
the $100,000 increase in the basis of the inadmissible asset and corpora- 
tion P would come out of the transaction with its invested capital un- 
impaired. This was the result intended by the exclusion of such a transac- 
tion because corporation P has merely substituted corporation S(1) for 
corporation S. The result is not achieved because the exclusion of such 
a transaction from the definition of an intercorporate liquidation dis- 
regards the effect of the basis provisions in sections 113(a)(6) and 
(a)(15). Furthermore, the wrong result in this case will not be corrected 
by a subsequent liquidation of corporation S(1). Assume that corpora- 





112 Reg. 112, Sec. 35.761-1(b). 
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tion S(1) accumulated an additional $200,000 from its* operations, so 
that at the time of its liquidation corporation S(1) had total assets of 
$400,000. Since corporation P had a basis of $200,000 for the stock of 
corporation S(1), corporation P’s invested capital would be increased 
after the liquidation by a plus adjustment of $200,000. Thus, although 
corporation P received assets of $400,000 for an original investment of 
$100,000, its invested capital was increased by only $200,000. The 
$100,000 accumulated by corporation S before its liquidation should have 
been reflected in corporation P’s invested capital when corporation $ was 
liquidated. 

To eliminate the possibility of an erroneous result such as that de- 
scribed above, the exclusion from the definition of intercorporate liquida- 
tions in the case of tax-free exchanges under section 112(b)(3) should 
not apply in the case of transactions which also qualify as tax-free 
liquidations under section 112(b) (6). 

A liquidating transaction is considered to be an intercorporate liquida- 
tion only to the extent of the property received in liquidation of stock of 
the transferor which was owned by the transferee.*** For example, the 
transferee may have owned only 80% of the transferor’s stock prior to 
the liquidation and may have issued its (the transferee’s) stock to the 
minority stockholders of the transferor in connection with the liquidation 
as consideration for the interest of the minority stockholders in the assets 
of the transferor. In such a case, only 80% of the assets of the transferor 
would be considered to have been received in an intercorporate liquida- 
tion. The remaining 20% would represent property paid in for stock of 
the transferee.*** If the transferee assumed liabilities of the transferor 
in connection with the transaction, presumably these would be prorated 
between the property considered to have been received in liquidation and 
the property considered to have been paid in for stock, although the regu- 
lations are silent on this point.** 

The transfer of property pursuant to a statutory merger or consolida- 
tion under certain conditions is considered to be an intercorporate liquida- 
tion. This transaction is not specifically included in the definition of 
section 761(a), but instead is described as an intercorporate liquidation 
by a special rule provided in section 761(f).*° 

The regulations provide rules dealing with the extent to which the 


118 Reg. 112, Sec. 35.761-1(b). 

114 The receipt of 20% of the assets under, such circumstances might constitute an 
“exchange” to which § 760 would be applicable. See discussion under Definitions of 
Exchange, Transferor and Transferee, supra. 

115 Reg. 112, Sec. 35.761-1(b). 

116 This special rule is discussed in Statutory Mergers or Consolidations, infra. 
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provisions of section 761 are to be applicable if the transferor or the 
transferee was a foreign corporation.**” These provide that a liquidation 
in such case, consummated after June 6, 1932, shall not constitute an 
intercorporate liquidation unless there was compliance with the provisions 
of section 112(i) and section 29.112(i)-1 of regulations 111, or the 
corresponding provisions of prior revenue laws and regulations.*** 

Statutory Mergers or Consolidations. If one corporation owned stock 
of another and the two were merged or consolidated in a statutory 
merger or consolidation, the transfer of the property of the corporation 
whose stock was so held to the resulting corporation is treated as an 
intercorporate liquidation.*® This provision replaces the former rules 
prescribed by section 718(c) (4).*”° 

The rule of section 761(f) is applied only to the corporation whose 
stock was owned by the other. The corporation. whose stock was so 
owned is termed the “transferring corporation.” *** The corporation re- 
sulting from the transaction is termed the “resulting corporation.” *** The 
rule is that the resulting corporation shall be considered to have received 
the stock of the transferring corporation in the merger or consolidation. 
This treatment will presumably result in an increase of the resulting cor- 
poration’s invested capital by the addition under section 718(a)(2) for 
the property received in the form of stock.*** The basis for such stock 
to be included in invested capital is a carry-over basis prescribed by 
section 113(a) (7), since a statutory merger or consolidation comes within 
the definition of a reorganization.’** The property of the transferring 
corporation shall then be considered to have heen received by the resulting 
corporation in an intercorporate liquidation.** 

The rule of section 718(c)(4) was entirely different from section 
761(f). Section 718(c) (4) was only intended to prevent any duplication 
in the invested capital of the resulting corporation. For example, if cor- 
poration A owned the stock of corporation B and the two were consoli- 
dated to form corporation C, there would be a duplication in corporation 


117 Reg. 112, Sec. 35.761-1(f). 

118 The earliest corresponding provision of a prior revenue law was section 112(k) of 
the Revenue Act of 1932. That section was effective for transactions carried out after 
the date of enactment of the 1932 Act, i.e., June 6, 1932. 

119 § 761(f). 

120 See INTRODUCTION, supra, as to taxable years for which § 718(c) (4) was applicable. 

121 Reg. 112, Sec. 35.761-1(c). 

122 [bid. 

128 Presumably, the stock of a subsidiary which is merged into its parent would not be 
treated as property paid in to the parent, but the regulations are not clear on this point. 

124§ 112(g)(1)(A). However, see Morgan Mfg. Co. v. Comm’r, 124 F. (2d) 602 
(C.C.A. 4th, 1942) ; Roebling v. Comm’r, 143 F. (2d) 810 (C.C.A. 3d, 1944). 

125 Reg. 112, Sec. 35.761-1(c). 
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C’s invested capital if both the stock of corporation B and’ the assets of 
corporation B were considered to have been paid in.for the stock of cor- 
poration C. Section 718(c) (4) avoided such a result by providing that, 
under such circumstances, the stock of corporation B should not be con- 
sidered as property paid in to the resulting corporation, corporation C. As 
a result, the property paid in to corporation C would consist only of the 
assets of corporation A (other than stock of corporation B) and the assets 
of corporation B. Under section 761(f) the duplication is prevented by 
considering the stock of corporation B as property paid in to corporation 
C, and then considering the assets of corporation B to have been received 
by corporation C in an intercorporate liquidation. The effect of the inter- 
corporate liquidation is to eliminate the basis of the stock of corporation 
B from corporation C’s invested capital and substitute the basis of corpo- 
ration B’s assets. This effect is produced by the method employed to 
compute a plus or minus adjustment under section 761. 

If corporation A had an other than cost basis for the stock of corpora- 
tion B in a case such as the foregoing example, a carry-over basis is ap- 
plicable to the assets of corporation B in computing the plus or minus 
adjustment for the intercorporate liquidation.’*® Accordingly,: the net 
amount included in corporation C’s invested capital with respect to cor- 
poration B is this carry-over basis for its assets reduced by its liabilities 
assumed by corporation C.1?* In such a case, the same result is produced 
under section 761(f) as under section 718(c) (4).*** If corporation A 
had a cost basis for the stock of corporation B, however, the rule of 
section 761(f) could produce an entirely different result because of the 
different treatment under section 761 of intercorporate liquidations of 
stock held with a cost basis. Thus, it may be concluded that in the case of a 
statutory consolidation, the possibility of a result under section 761(f) 
different from that under former section 718(c)(4) may depend on 
whether the basis of stock of one corporation owned by the other was a 
cost or other than cost basis. 


126 See discussion under Adjustment for Liquidation of Other Than Cost Basis Stock, 
infra. 

127 The basis to corporation C for the stock of corporation B is included in the invested 
capital of corporation C as property paid in for stock. A plus or minus adjustment under 
section 761 is also included in corporation C’s invested capital. This adjustment represents 
the difference between such basis to corporation C for the stock of corporation B and the 
excess of the basis of corporation B’s assets in the hands of corporation C over the 
amount of corporation B’s liabilities assumed by corporation C. 

128 The basis to corporation C for the assets of corporation B would be the carry- 
over basis prescribed by §113(a)(7). The excess of such basis over corporation B’s 
liabilities assumed would be included under §718(c)(4) in the invested capital of 
corporation C as property paid in for stock. 














256 TAX LAW REVIEW [Vol. 2: 


In the case of a statutory merger, there is also a possibility that a dif- 
ference in result will stem from the fact that one of the corporations held 
the other’s stock with a cost rather than an other than cost basis. How- 
ever, there is another possible difference in result which relates to the 
mechanics of-the section 761(f) rule. The possibility arises from the 
vagueness of the statute and the regulations on the details of the adjust- 
ment. It may be that this obscurity is not too serious a defect in a case 
where a subsidiary is merged into its parent.’ It would seem that even 
though the parent is considered to have received the stock of the merged 
company pursuant to the merger, no increase in the parent’s invested 
capital would result from such an acquisition. This assumption seems 
warranted because such a receipt would not qualify as “property .. . 
paid in . . . for stock, or as paid-in surplus, or as a contribution to 
capital.” **° The invested capital of the parent would thus be affected 
only by the plus or minus adjustment resulting from receipt of the property 
in an intercorporate liquidation of the subsidiary. 

If the parent is merged into the subsidiaPy, however, the application of 
the rules under section 761 presents more difficulties. For example— 

Assume that corporation S had invested capital of $200,000 which 
was represented by an asset having a basis of $100,000 but now worth 
$300,000.*** Corporation P was organized with $300,000 cash paid in 
which it used to buy all the stock of corporation S. Then corporation P 
was merged into corporation § and corporation § issued new stock to the 
stockholders of corporation P. Since corporation S received its own stock 
pursuant to the merger, its invested capital wauld be increased by $300,000, 
the basis of such stock to corporation P, the transferor. Corporation S 
already had $200,000 of invested capital and this addition gives it a 
total invested capital of $500,000. No plus or minus adjustment would 
result from the intercorporate liquidation by which corporation S, in this 
instance, would be considered to have received its own asset in liquidation 
of the stock acquired pursuant to the merger.**’ Thus, the literal applica- 
tion of the rule seems to boost the invested capital of corporation S to 
$500,000, although it should only be $300,000, representing the cash paid 





129 The terms “parent” and “subsidiary” are used here only for convenience. The same 
rules apply to statutory mergers or consolidations, regardless of the percentage of the 
stock of one corporation which is owned by the other. 

130 § 718(a) (2). 

131 The difference between the invested capital of $200,000 and the $100,000 basis for 
the asset represents a deficit of $100,000 which does not reduce corporation S’s invested 
capital. 

182 Under the rules applicable to stock held with a cost basis, the asset of corporation S 
would be considered to have an “invested capital basis” of $300,000 which is the same as 
the carry-over basis to corporation S for its own stock. 
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in to corporation P. The additional $200,000, representing the invested 
capital of corporation S before the merger, must be eliminated in some 
manner. This could be accomplished if it were assumed that corporation 
S was in fact liquidated, with the result that its prior invested capital was 
eliminated. However, there is no indication in the regulations that this 
is the solution.*** Furthermore, such an assumption would also produce 
the wrong result if corporation P had owned less than 100% of the 
stock of corporation S, because in that case there would be no duplication 
with respect to corporation S’s invested capital not attributable to the 
shares of its stock owned by corporation P. 

Another solution would be to treat the stock of corporation S as l.aving 
been retired at a price equal to its basis of $300,000, or as an inadmissible 
asset if corporation S retains it as treasury stock. This treatment would 
reduce the invested capital of corporation S by $300,000. This would also 
be the wrong result in the instant case because the invested capital would 
then be the same as it was before the merger, whereas it should reflect the 
capital invested in corporation P which was used to acquire the stock of 
corporation S. It may be noted that if corporation S$ had been merged 
into corporation P, the invested capital of corporation P would have re- 
mained at $300,000. It would seem reasonable, therefore, that the same 
result should be achieved whether corporation S or corporation P is the 
continuing corporation after the merger. The regulations do not suggest 
how this result would be brought about. There is a suggestion, however, 
that this is the result intended in the somewhat ambiguous statement that 
the rule of section 761(f) is equally applicable to all cases of statutory 
merger and consolidation, whether the resulting corporation operates 
under the charter of the parent, the subsidiary, or under a new charter.*** 
It seems probable that the Commissioner will take the position that this 
language requires the same result whether parent is merged into sub- 
sidiary, subsidiary is merged into parent, or the two are consolidated to 
form a new corporation. 

Basis of Stock as Cost or Other Than Cost. It should be noted at the 
outset that this discussion deals with the kind of basis with which the 
stock of the liquidated corporation was held regardless of its amount. 
The necessity for special rules to determine the kind of basis as cost or 
other than cost arises from the statutory plan by which “plus” or “minus” 
adjustments are prescribed, which may have an entirely different effect 
on invested capital of the transferee, depending on whether it had a basis 
of cost or other than cost for the stock of the transferor. No definition 


188 Reg. 112, Sec. 35.761-1(c). 
184 Reg. 112, Sec. 35.761-1(c). 
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of these terms appears in the statute, but quite complicated rules have been 
prescribed by the regulations.*** In general, these rules provide that, ex- 
cept in certain instances, an other than cost basis is either a substituted 
basis or a carry-over basis under section 113. Any other basis is a cost 
basis. The complications arise in connection with the description of the 
exceptions to the general rule, under which a substituted or carry-over 
basis determined under section 113 is nevertheless to be treated as a cost 
basis. 

The exception in the case of a substituted basis *** is not difficult to 
understand, although it is expressed in rather complicated language. 
Stock of a transferor **’ has a substituted basis if it was received in a 
tax-free exchange for other stock or property. The stock received is to 
be treated as stock held with a cost basis if the stock or property given in 
exchange for it was held with a cost basis. This rule only applies if the 
exchange was made with another corporation, and at the time of the ex- 
change, or immediately thereafter, one of the corporations (1.¢., the acquir- 
ing corporation or the preceding owner ), or its stockholders, was in control 
of the other.*** 

Example: Corporation P holds the stock of corporation S with a cost 
basis. Corporation P then organizes corporation S(1) and transfers the 
stock of corporation S to corporation S(1) in exchange for stock of cor- 
poration S(1J). The basis for the stock of corporation S(1) is a substi- 
tuted basis under section 113, but it is considered to be a cost basis under 
the exception provided in section 35.761-3(b) (1). 

The exceptions in the case of a carry-oyer basis **® are more com- 
plicated. They are limited to situations where the transferor’s stock was 
acquired from another corporation and, of course, to acquisitions in a 
manner which produces a carry-over basis. Moreover, there are only three 

-basic types of acquisitions which are included. These are acquisitions 
from another member of an affiliated group during a period for which a 
consolidated return was filed, acquisitions as a result of an intercorporate 
liquidation of the preceding owner of the transferor’s stock, and acquisi- 
tions from another member of a controlled: group of corporations.**° 





185 Reg. 112, Sec. 35.761-3. 

136 Reg. 112, Sec. 35.761-3(b) (1). 

137 In order to avoid confusion, the stock of the transferor may sometimes be referred 
to as the “transferred stock” in this portion of the discussion. 

138 For the purposes of these rules, control means ownership of 80% of voting and 
non-voting stock (except non-voting preferred stock). Reg. 112, Sec. 35.761-3(d). 

189 Reg. 112, Sec. 35.761-3(b) (2). Technically, a carry-over basis is one “fixed by 
reference to its basis in the hands of a preceding owner.” 

140 A controlled group of corporations means a chain of corporations connected by 
intercorporate ownership of 80% of the voting and non-voting stock (except non-voting 
preferred stock). Reg. 112, Sec. 35.761-3(b). 
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The exception to the carry-over basis as prescribed by section 113 ap- 
plies to any of these acquisitions if the transferred stock had a cost basis 
to its former owner. In such case, the stock is considered to have a cost 
basis in the hands of its later owner who is the transferee in the liquida- 
tion of the corporation whose stock was transferred. This exception, 
however, does not apply if the intercorporate liquidation involved has the 
effect of substituting one member of a controlled group for another. 
For example— 

Corporation P buys the stock of corporation S, thereby acquiring a 
cost basis for such stock. Corporation P then transfers the corporation S$ 
stock to newly organized corporation S(1) for all the stock of corporation 
S(1). Corporation S is then liquidated and corporation S(1) receives all 
its property. Under section 113, corporation S(1) would have a carry- 
over basis for the stock of corporation S. Under the exceptions, this 
carry-over basis would be considered to be a cost basis because corpora- 
tion P and corporation S(1) are members of a controlled group and cor- 
poration P had a cost basis for the corporation S stock. However, under 
the exception to the exception, corporation S(1) would be considered to 
have an other than cost basis for the corporation S stock, because the 
effect of the liquidation of corporation S is merely to substitute corpora- 
tion S(1) in its place. Since there is merely a substitution rather than a 
liquidation, the special adjustments applicable to the liquidation of stock 
held with a cost basis are not appropriate. These adjustments will be 
made to the invested capital of corporation P when corporation S(1) is 
liquidated, since corporation P’s cost basis for the corporation S stock 
carries over to the corporation S(1) stock.** 

The treatment of a carry-over basis as a cost basis is subject to even 
more complicated rules if it was the stock of the preceding owner which 
was held with a cost basis rather than the transferred stock.*** In such 
case, the stock transferred is considered to have a cost basis to the acquir- 
ing corporation, whether or not it had a cost basis to the preceding owner. 
The same rule applies if the stock of another member of the group was 
held with a cost basis *** and such member held directly or indirectly stock 
of the preceding owner of the transferred stock. However, if the acqui- 


141 This “exception to the exception” applies if the stock was received from another 
member of an affiliated group during a consolidated return period or from another 
member of a controlled group, and if it is the Commissioner’s opinion that the subsequent 
liquidation merely resulted in the substitution of a new member for a former member of 
the group. 

142 Reg. 112, Sec. 35.761-3(b) (1). 

143 See note 137 supra. 

144 Presumably this does not refer to stock of a member of the group which is held by 
individuals or by a corporation which is not a member of the — group, but the 
regulations are not specific on this point. 
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sition is from another member of an affiliated group during a consolidated 
return period, or from another member of a controlled group, the excep- 
tion is only applicable if it would have been applicable in the event the 
acquisition had occurred by means of an intercorporate liquidation. This 
limitation could only refer to a situation where the transferred stock had 
an other than cost basis to the former owner.***® It presumably refers. to 
a situation where the stock of the former owner is held directly or in- 
directly by more than one member of the group. If the stocks of some 
of these corporations are held with a cost basis and others are held with 
an other than cost basis, only part of the transferred stock would be 
considered to have a cost basis to the acquiring corporation. That part 
would be the number of shares of such stock which would have been re- 
ceived on a liquidation of the preceding owner by a member of the group 
whose stock was held with a cost basis. For example— 

Assume that corporation P owned all the stock of corporation A for 
which it had a cost basis and all the stock of corporation B for which it 
had an other than cost basis. Corporation A and corporation B each 
owned 50% of the stock of corporation X for which each had an other 
than cost basis. Corporation X in turn owned all the stock of corporation 
Y for which it had an other than cost basis. Thus, 50% of the stock of 
corporation Y is owned indirectly by corporation A and 50% by corpora- 
tion B. Therefore, if there was an intercorporate liquidation of corpora- 
tion X, corporation A and corporation B would thereafter each directly 
own 50% of the stock of corporation Y. If the stock of corporation Y 
were then acquired by some other member of, the group from corporation 
A and corporation B, the stock acquired from corporation A would be 
stock acquired from a preceding owner whose stock was held (by cor- 
poration P) with a cost basis, and the stock acquired from corporation B 
would be stock acquired from a preceding owner whose stock was held 
(by corporation P) with an other than cost basis. The stock acquired 
from corporation A would be considered to have a cost basis to the new 
owner and the stock acquired from corporation B would be considered 
to have an other than cost basis to the new owner. Since this would be 
the result if the new owner acquired the stock of corporation Y from cor- 
porations A and B after a liquidation of corporation X, the rule is in- 
tended to produce the same result if the new owner acquired the corpora- 
tion Y stock directly from corporation X. 

Another limitation is that if the transferred stock was held by a preced- 





145 As noted previously, it is specifically provided that if the transferred stock had a 
cost basis to the preceding owner, it will have a cost basis to the acquiring corporation, 
if it was acquired during affiliation, from another member of a controlled group, or in an 
intercorporate liquidation. 
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ing owner with an other than cost basis and the acquisition was from 
another member of an affiliated group during a consolidated return 
period, it can be considered to have a cost basis to the transferee, only if 
the same result would have followed if the stock had been acquired from 
another member of a controlled group.**® While the application of this 
limitation is not clear from the text of the regulations, it may be intended 
to prevent a situation where stock held with an other than cost basis would 
become stock held with a cost basis because of a previous transfer within 
the group. For example— 

Assume that corporation P owned all the stock of corporation A for 
which it had a cost basis and all the stock of corporation B for which it 
had an other than cost basis. Corporation B owned all the stock of cor- 
poration X for which it had an other than cost basis. If corporation B 
transferred the stock of corporation X to corporation A, such stock would 
then be held by corporation A with an other than cost basis. However, on 
a subsequent transfer of the stock of corporation X by corporation A to 
some other member of the group, the new owner would have a cost basis 
for the corporation X stock (because the stock of corporation A, the 
preceding owner in such transfer, was held with a cust basis by corpora- 
tion P) except for the limitation. Under the limitation, the new owner 
would have an other than cost basis for the corporation X stock because 
it would have received the stock with an other than cost basis if the 
preceding owner was considered to have been corporation B (whose stock 
was held with an other than cost basis by corporation P) and the interven- 
ing ownership by corporation A were ignored. 

The “exception to the exception,” *** noted above in connection with 
stock which was held by the former owner with a cost basis, also applies 
if such stock was held by the former owner with an other than cost basis 
but the stock of the former owner was held with a cost basis. If the 
liquidation of the corporation whose stock is acquired merely substitutes 
one member of a group for another, then such stock is considered in any 
event to -have an other than cost basis if it was acquired from another 
member of an affiliated group during a consolidated return period or from 
another member of a controlled group. 

If the intercorporate liquidation involved is one deemed to have oc- 
curred after a statutory merger or consolidation,** there is an additional 
rule to be considered in determining whether stock of the corporation 
considered to have been liquidated was held with a cost basis. The rule is 

148 Presumably, this provision refers to another member of the controlled group which 
previously transferred the stock to the preceding owner before the preceding owner 
transferred it to the acquiring corporation. 


147 See note 141 supra. 
148 See discussion under Statutory Mergers or Consolidations, supra. 
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that such stock shall be considered to have had a cost basis only if it was 
held with such a basis immediately prior to the statutory merger or con- 
solidation and if, immediately thereafter, the shareholders of the corpora- 
tion holding such stock were in control of the corporation resulting from 
the merger or consolidation. In all other cases, such stock will be con- 
sidered to have been held with an other than cost basis.** 

The limitation of the foregoing exceptions to certain types of acquisi- 
tions from other corporations may produce capricious and widely dif- 
ferent results from a particular transaction depending on the form by 
which it was carried through. For example, assume that A and B, indi- 
viduals, decide to acquire and own the stock of corporation Y but to hold 
it indirectly as the subsidiary of a new corporation X to be formed by 
them. A and B have a choice between two alternatives: (1) organize 
corporation X, transfer cash to corporation X in exchange for its stock, 
and have corporation X purchase the stock of corporation Y; or (2) 
purchase the stock of corporation Y, then organize corporation X and 
transfer the stock of corporation Y to corporation X in exchange for the 
stock of corporation X. Obviously, there should be no difference in result 
whichever of these courses is followed. However, if corporation X re- 
ceives the cash and purchases the stock of corporation Y, corporation X 
will hold the stock with a:cost basis. On the other hand, if corporation X 
acquires the stock of corporation Y from A and B in exchange for its 
own stock, corporation X will have a carry-over basis for the corporation 
Y stock under section 113. As previously noted, a carry-over basis under 
section 113 is an other than cost basis. No exception in the regulations 
applies to turn this into a cost basis because corporation X didnot acquire 
the stock from another corporation with a carry-over basis. Accordingly, 
the radically different rules applicable to liquidations where stock had a 
cost, rather than an other than cost basis, are made to apply in this 
instance to the same type of transaction, depending on which of two al- 
ternative routes were followed in making the initial acquisition of the 
stock. 

Adjustment for Liquidation of Other Than Cost Basis Stock. The 
adjustment for liquidation of stock held with other than a cost basis is 
very similar to the section 718(a)(5) and (b)(4) adjustments required 
for years before section 761 became applicable. Generally speaking, the 
result approximates the same result as to the transferee’s invested capital 
as if the transferor’s assets, rather than its stock, had originally been paid 
in to the transferee in a section 718(a)(2) transaction. It should be 
noted that under the rules described in the discussion of Basis of Stock as 


149 Reg. 112, Sec. 35.761-3(c). 
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Cost or Other Than Cost, supra, stock will be deemed to have an other 
than cost basis only in situations where such stock, or other stock or 
property for which it was received in a tax-free exchange, was received as 
property paid in for stock, or as paid-in surplus, or as a contribution to 
capital.°° The steps in the computation of the plus or minus adjustment 
are as follows: 

(a) Basis of Property Received in Liquidation. The basis prescribed 
by the regulations ** for property received with respect to other than cost 
basis stock is the unadjusted basis of the property in the hands of the 
transferor, adjusted for the period prior to the liquidation by adjustments 
proper under section 115(1) in determining earnings and profits.’ This 
unadjusted basis will be the same as the basis for income tax purposes in 
the case of property received in a section 112(b)(6) liquidation for 
which the basis is prescribed by the first sentence of section 113(a)(15). 
In other cases where the transaction falls within the definition of an 
intercorporate liquidation, the unadjusted basis prescribed for the purposes 
of section 761 may be different from that prescribed for income tax pur- 
poses. The section 761 regulations cite as examples of such cases those 
where the basis of property is prescribed by the last sentence of section 
113(a) (15) or by consolidated return regulations. 

The rules as to the basis of property received in liquidation of other 
than cost basis stock are prescribed only for the purpose of determining 
the plus or minus adjustment to the equity invested capital of the trans- 
feree as a result of the liquidation. This is not consistent with the theory 
followed in the case of liquidations of cost basis stock where the asset 
basis used in computing the plus or minus adjustment is subsequently 
used for all invested capital purposes.** It would seem logical after a 
liquidation of other than cost basis stock that whatever property basis was 
used in computing the plus or minus adjustment should thereafter be 
used for all computations affecting the invested capital of the transferee. 
It is probable, however, that such a rule was not incorporated in the 
regulations because the Commissioner had no statutory authority for it.** 


150 Even in such instances, however, as noted in the discussion of Basis of Stock as 
Cost or Other Than Cost, supra, the stock may be deemed to have a cost basis. 

151 Reg. 112, Sec. 35.761-6. % 

152 Presumably, the transferor’s cost basis for determining loss is the unadjusted basis 
intended, rather than a basis of value at March 1, 1913 which might be its basis for 
determining gain as to property acquired before that date. It seems probable that there 
was no intention to allow the use of March 1, 1913 values in computing the plus or 
minus adjustment. 

158 See discussion under Adjustment for Liquidation of Cost Basis Stock—Invested 
Capital Basis, infra. ; 

154 It may be noted that the “invested capital basis” provided for use after liquidations 
of cost basis stock is specifically provided by § 761(e). 


6 














TAX LAW REVIEW [Vol. 2: 





264 


The provision for adjusting the basis of the property with respect to’ 
the period prior to the liquidation by adjustments proper under section 
115(1) in determining earnings and profits means that the adjustments are 
to be those which will be consistent with the basis prescribed for the pur- 
poses of section 761. In the case of depreciable or depletable property, 
adjustments will be made for depreciation or depletion sustained, com- 
puted on the unadjusted basis appropriate to section 761. These may be 
different from the adjustments computed for income tax purposes with 
respect to the pre-liquidation period. For example, income tax adjust- 
ments based on percentage depletion or March 1, 1913 values are not ap- 
plicable in computing the basis of property for the purpose of determining 
the gain or loss from its sale or other disposition to be included in total 
earnings and profits.*** Accordingly, such adjustments would not be con- 
sidered proper in arriving at the adjusted basis of the property for section 
761 purposes. 

(b) Basis of Stock. The rules provided by the regulations as to the 
amount of the basis for the stock of the transferor are applicable only 
for the purpose of computing the plus or minus adjustment resulting 
from the liquidation. This is emphasized by the provision that the time 
for computing the adjusted basis is immediately prior to the liquidation. 
If stock is received pursuant to a statutory merger or consolidation and 
the property of the-corporation whose stock was thus acquired is deemed 
to have been acquired in an intercorporate liquidation, then the adjusted 
basis of the stock is determined immediately prior to the merger or 
consolidation.*** : 

The general rule provided by the regulations is that the adjusted basis 
is to be the basis for determining loss upon a sale or exchange, adjusted 
by amounts proper under section 115(1) for determining earnings and 
profits under the law applicable to the year in which the liquidation 
began.** This is a somewhat ambiguous rule but it may be assumed to 
require a new determination as to whether distributions received from 
the transferor prior to the liquidation were made from the transferor’s 
earnings and profits. For this purpose, in computing the transferor’s 
earnings and profits, March 1, 1913 values would be ignored in comput- 
ing depreciation, depletion, and gain or loss from sale or exchange of 
property. Distributions received would be applied in reduction of the 
basis of the stock only if they were not made from earnings and profits 
of the transferor as thus recomputed. Otherwise, distributions received 
would be included in the transferee’s earnings and profits. This would 


185 See Reg. 111, Sec. 29.115-12. 
156 Reg. 112, Sec. 35.761-4(a). 
157 Reg. 112, Sec. 35.761-4(b). 
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be consistent with the manner in which the transferee’s earnings and 
profits would have been computed, if the transferee had operated the 
transferor’s property during the period the transferee held the stock of 
the transferor. The section 761 regulations are remiss in failing to pro- 
vide specifically that the distributions are to be included in the transferee’s 
earnings and profits in this case, if for income tax purposes such distri- 
butions are not so included. They should provide that distributions which 
are not properly applied in reduction of the stock basis under the section 
761 rule (but were so applied under section 113(b)) should be included 
in earnings and profits. Instead, they merely provide the rule as to 
adjustments to the stock basis which apparently may produce a different 
result in some instances from the rules of section 113(b). For example, 
distributions, which under section 113(b) are to be applied in reduction 
of the stock basis, because made from March 1, 1913 appreciation realized, 
would not be so applied under this rule. However, if distributions are 
not applied to reduce the stock basis, then it seems clear that they should 
be included in the transferee’s earnings and profits. Thus, the implica- 
tion of the reference to adjustments under section 115(1) is that section 
761 requires a new determination of the source of pre-liquidation distri- 
butions by the transferor. Then, if distributions which were applied in 
reduction of the basis of the transferor’s stock under section 113(b) are 
not so applied under the new determination, the computation of the trans- 
feree’s earnings and profits ought to be revised to include such distribu- 
tions therein. 

One adjustment to the basis of stock which would not seem proper in 
the computation of earnings or profits is specifically covered by the section 
761 regulations. This is the adjustment to the basis of stock of a sub- 
sidiary on account of losses sustained by the subsidiary during a consoli- 
dated return period. No such adjustment is to be made to the basis of 
stock in the computation of the plus or minus adjustment.*** 

(c) Plus or Minus Adjustment—The computation of the plus or 
minus adjustment presents no particular difficulty when the determina- 
tions have been made as to the adjusted basis of the stock and the adjusted 
basis of the assets received in liquidation.** A plus adjustment is to be 
treated as an addition to equity invested capital under section 718(a) and 
a minus adjustment is to be treated as a reduction under. section 718(b). 

The plus or minus adjustment after an intercorporate liquidation of 
other than cost basis stock will generally have the effect of making the 
amount of the basis for the stock immaterial as an item of paid in in- 
~ 188 Reg. 112, Sec. 35.761-4(d). 

189 Rules applicable in determining the plus or minus adjustment, including the treat- 


ment of treasury stock and preferred stock, are to be found in Reg. 112, Sec. 35.761-2(c). 
An example of such a computation appears in section 35.761-7(c).. 
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vested capital. After the liquidation, the net equity invested capital result- 
ing from the two transactions (i.e., acquisition of the stock followed by 
an intercorporate liquidation) will represent the adjusted basis of the 
property received in the liquidation less the liabilities of the transferor 
assumed or to which the property so received is subject. A simple example 
will illustrate this result. Assume that the adjusted basis of assets re- 
ceived, less liabilities assumed, amounted to $1,000,000. Then assume 
that the adjusted basis of the stock was either $200,000 or $400,000. The 
net equity invested capital would be $1,000,000 in either case, computed 
as follows: 
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Adjusted Basis of Stock 








$200,000 $400,000 
Property paid in (represented by adjusted 
WON GE GIMUE Ds bi Sbi cc cckdecseetess $200,000 $400,000 
Plus adjustment: 
BU OE IE vedas sided ecsccss $1,000,000 $1,000,000 
Sh: COOP eye error 200,000 800,000 400,000 600,000 
Total equity invested capital............ $1,000,000 $1,000,000 


Under certain circumstances, the equity invested capital after the inter- 
corporate liquidation will be the same as if the property of the transferor, 
rather than its stock, had been acquired by the transferee as paid in 
capital. For example, assume as case A that the property of the trans- 
feror with a basis of $500,000 was paid in for stock of the transferee and 
that the transferor had accumulated earnings and profits of $300,000 as 
of the date of the transfer. Further assume, that the transferee incurred 
a deficit of $300,000 from its own operations subsequent to the receipt 
of the property. Its invested capital would then be computed as follows: 





Ct A 8 Disb eddie che coals des dials Us caine Mabe me deed $500,000 
Accumulated earnings and profits: 
Accumulated earnings of the transferor...............0000. $300,000 
De "Ao Ge eae were id.< wien cc sb'sn0d coaschbacticneces 300,000 0 
$500,000 
Reduction under section 718(b) (3) for accumulated earnings of the 
transferor included above 2©....... ccc cccccccccccccccccccccces 300,000 
co ke we | er reer eercee irony Tor terry se cy $200,000 





If it is assumed as case B that the stock of the transferor was acquired 
rather than its assets and the transferor’s accumulated earnings were 
wiped out by losses of $300,000 incurred prior to the liquidation, the 
invested capital of the transferee would still be $200,000. It may be 
assumed for the purpose of this computation that the basis of the stock to 


160 See Crossett Western Company, 4 T.C. 783 (1945), aff'd, 155 F. (2d) 433 (C.C.A. 
3d, 1946), cert. denied, Oct. 14, 1946. 
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the transferee would have been $200,000 and that the loss of $300,000 
would have reduced the basis of the transferor’s assets from $500,000 to 
$200,000. The invested capital of the transferee would then be computed 
as follows: 





EMIS “GME Ms 5 os voce concave cs cheeae RET oe eieee ke $200,000 
Peeters “earinnes ad Hrokiis: 66... A Bee dean CT keds dhe ds 0 
Plus adjustment: 
MBSR-O5. BOSD LeCEIVEd, 6.6 5 2.05540 046s De aeasex Saves hesw owen ce $200,000 
RRR seria aire et es. Gp oy) Pe 200,000 0 
Total eget) iervesied capital... 000. es rele CA ated chk $200,000 





One situation where the equity invested capital of the transferee is not 
the same in either case is that where a deficit is involved. For example, 
assume the same conditions as case A, above, except that the transferee 
incurred a deficit of $400,000 from its own operations subsequent to the 
receipt of the property. Its equity invested capital would then be com- 
puted as follows: 





PROGCEIN BRIE 8886 000: 5 ocho. 140. mag bhd oes ween sade oes ee wes ae $500,000 
Accumulated earnings and profits: 
Accumulated earnings of the transferor.............cceeeeeeees $300,000 
LiPo ns ER, BA aS 400,000 
BIRO BCR 2g 5s 0.4. b'0.0.0'0cns bocce sh Baws danse ekee Deebaeana ne ($100,000) 0 
$500,000 
Reduction under section 718(b)(3) for accumulated earnings of the 
eanSerOr WCled SHOVE... <..6ssscsatewscpas kuscaanenocecees< 300,000 
‘Total eauity’ invested: capitals; o0,' coeds Sai Sae cake 6 ba beh ae's $200,000 





For comparison, it may be assumed, as in case B above, that the stock 
of the transferor was acquired with a basis of $200,000 and that ac- 
cumulated earnings of $300,000 were wiped out by losses of $400,000 
incurred between acquisition of the stock and the liquidation. It may 
be further assumed that the loss of $400,000 would have reduced the 
basis of the transferor’s assets from $500,000 to $100,000. The in- 
vested capital of the transferee after the liquidation would be computed 
as follows: 





PGES SABRE TR. 5 a: «.5:5.4,0.5:hehi8 9 9 08d SARI Ce i RAE A a a $200,000 
PCCORMEMED CRTEINGS OTC DVGHIB. 00.6 0:000 60040ds0dsaceeesetesesnies 0 
$200,000 
Less—minus adjustment : 
SERGE MOE BUR 5-0 6.50 6.6 ss Os 6.06056 5,ccunbe bdo enba ean eens $200,000 


TRGGE Gl BEARS TOOMIVO oo. 0:n. 6:6. n0 can agechsasciscobnawheecahens 100,000 100,000 





Total SEMey MVONOT COAL. 6 s...000ccccuscatvedecesseudeeesenee se $100,000 
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It will be noted from a comparison of these two examples that equity 
invested capital in the latter case is $100,000 less because the deficit in- 
curred by the transferor is reflected in the minus adjustment, whereas a 
deficit incurred by the transferee does not reduce its invested capital. 
Such a difference in result in these two cases would not have occurred 
under the prior rule of section 718(b)(4) which provided that the 
minus adjustment (therein called “reduction on account of loss on tax- 
free liquidation”) should not exceed the accumulated earnings and profits 
as of the beginning of the taxable year. No reason was given by the 
Committee Reports on the Revenue Act of 1942 for the failure to in- 
corporate a similar provision in section 761 with respect to a minus ad- 
justment in the case of a liquidation of other than cost basis stock. A 
possible explanation of this omission is that the general plan of section 
718 does not preserve the advantage of the “deficit rule” in the case of a 
transferee in a tax-free transfer of assets where the transferor incurred 
the deficit.” 

Adjustment for Liquidation of Cost Basis Stock—Basis of Property 
Received in Liquidation. The importance of determining whether the 
stock of the transferor is considered to have been held with a cost or an 
other than cost basis will be apparent from a comparison of the method 
of computing the adjustment described in this and the succeéding sections 
and the method applicable to stock held with an other than cost basis 
which is described in the preceding section. One of the most important dif- 
ferences is the basis prescribed for property received in liquidation of cost 
basis stock. 

The basis of the transferor’s assets attributable to shares of its stock 
held with a cost basis is recomputed as of the date the transferee acquired 
control of the transferor, or if control was never acquired, then im- 
mediately prior to the receipt of the assets in the liquidation.’ For this 
purpose, control means the ownership of 80% of all classes of stock of 
the transferor except non-voting preferred stock.*® 

If additional shares were acquired with a cost basis after control had 
been acquired, the.basis of the transferor’s assets attributable to such 
shares is recomputed as of the time such shares were acquired. None of 





161 § 718(a)(7) and (c)(5) do preserve the benefit of the “deficit rule” in the compu- 
tation of the transferee’s invested capital, but only in the case of an “identity” reorgani- 
zation. 

162 Technically, the bases of all the assets are recomputed as of the prescribed date, but 
only a proportionate part of the recomputed basis of each asset is considered to have been 
received in liquidation of shares held with a cost basis. See § 761(b) (3) and (c) (1); 
Reg. 112, Sec. 35.761-5(a) (1) and (7). 

168 See Adjustment for Liquidation of Cost Basis Stock—Time When Control is Deemed 
to be Acquired, infra for further discussion of the date when control is acquired. 
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such recomputations, it should be noted, have any effect on the invested 
capital of the transferor. They are made only for the purpose of com- 
puting the adjustments to the transferee’s invested capital arising from 
the liquidation. 

In the recomputations of basis of the transferor’s assets, the aggregate 
basis of the assets is deemed to be an amount equal to the adjusted basis 
at such time of the shares of the transferor’s stock held by the transferee 
to which the assets are attributable.*°%* The regulations contain a special 
adjustment to the basis of the transferor’s stock in case the transferee 
received distributions from the transferor’s earnings and profits between 
the date when such stock was acquired and the date when control was 

_acquired. If the distribution was not made from earnings and profits of 
the transferor, it would have been applied to reduce the basis of the 
shares for which the distribution was received.** A distribution made 
from the transferor’s earnings and profits would not be so applied but: 
might have the effect of reducing the assets of the transferor which 
would otherwise be revalued as of the control date. In this event, the 
regulations require a reduction in the basis of the stock in order to give 
effect to the reduction in assets.** Presumably, this adjustment would 
be required only to the extent that earnings and profits of the transferor 
on the date control was acquired had been reduced by such distributions 
below the amount of such earnings and profits on the date the shares in- 
volved were acquired. This would be a proper adjustment since the cost 
of such shares would presumably reflect the amount of the transferor’s 
earnings and profits at fhe date the shares were acquired. The assets 
representing such earnings and profits would be diminished by any distri- 
bution which reduced earnings and profits below the amount thereof as 
of that date. The adjustment, therefore, is made so that the basis of the 
stock will be reduced in accordance with the reduction in assets. While 
this adjustment is proper, the regulations are deficient in not prescribing 
the converse adjustment in case earnings are accumulated by the transferor 
between the date shares were acquired and the date control was acquired. 
In such case, the basis of the shares should be increased by a pro rata 
portion of the earnings and profits accumulated between the two dates. 
Otherwise, the adjusted cost basis of such shares on the date control is 
acquired is not the proper basis to use in revaluing the assets attributable 
to such shares, because no part of the value of the assets representing the 
earnings and profits accumulated after the date of acquisition is reflected 
in the cost of the shares. 


164 § 761(c) (1) (A), Reg. 112, Sec. 35.761-5(a). 


165 § 113(b) (1) (D). 
166 Reg. 112, Sec. 35.761-4(e). 
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The transferor’s assets, attributable to its shares held by the transferee 
with a cost basis, are to be revalued as of the date the transferee acquired 
control so that the aggregate basis for such assets will be equal to the 
adjusted basis to the transferee for the stock.*** The regulations suggest 
that for this purpose the basis of each asset is to be adjusted to accord 
with its fair market value as of the date of the revaluation.*® If the basis 
for the shares of stock, increased by so much of the transferor’s liabilities 
and decreased by so much of its cash as are each attributable to the shares 
held, exceeds the aggregate fair market value of the assets attributable to 
such shares, the difference is deemed to represent the basis of an asset 
called “positive good will.” **° Conversely, if the aggregate fair market 
value exceeds the basis of the shares, the difference is deemed to represent 
a deduction from the aggregate basis of the assets and to be represented 
by a credit account called “negative good will.” *”° 

It would seem that the revaluation of the transferor’s assets gives them 
the same basis for the purposes of section 761 as if the transferee had 
purchased (or otherwise acquired with a cost basis) the assets attributable 
to shares of stock rather than the shares of stock. Thus, the difference 
between total cost and the aggregate of the fair market values of the other 
properties is recognized as good will having a basis equal to such dif- 
ference. This method of arriving at the value of good will is questionable, 
however, if the transferor possessed good will of a definite provable value 
in excess of this amount, even though the transferor had no tax basis for 
the good will asset. It would be more equitable in such cases to make an 
independent determination of value for all assets including good will. 
Then, a portion of the total cost should be allocated to each asset accord- 
ing to its percentage of the total aggregate value. The Commissioner has 
urged this method in cases where a group of depreciable and non-depreci- 
able assets has been acquired for a lump sum price.* The method of al- 
location prescribed by the regulations, however, is a practical solution of 
the problem in a case where there is no satisfactory means of determining 
the value of good will on an independent basis. 

The regulations also seem questionable on the point of “negative good 
will.” Its existence would indicate that the cost of the stock was less than 
the value of the underlying assets determined on an independent basis. 
The regulations ignore the possibility that this represents a bargain pur- 
chase. Here, as in the case of “positive good will,” it would be more 





167 Reg. 112, Sec. 35.761-5(a) (1). 

168 Reg. 112, Sec. 35.761-5(a) (4). 

169 [ bid. 

170 Reg. 112, Sec. 35.761-5(a) (4). 

171 Republic Steel Corporation v. U.S., 40 F. Supp. 1017 (Ct. CL., 1941) ; The Ameri- 
can Fork and Hoe Company, T.C. Memo, CCH Dec. 13,525(M) (Sept. 22, 1943). 
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equitable to allocate a portion of the total cost to each asset according to 
its percentage of the total aggregate value of all assets. 

The importance of these questions of revaluation lies in the use of the 
new basis after the revaluation date for determinations affecting the in- 
vested capital of the transferee. Depreciation and gain or loss from a 
subsequent disposition of the property will be determined for the purpose 
of the transferee’s invested capital by the use of this basis rather than the 
income tax basis. Thus, it will be to the transferee’s advantage to de- 
termine as low a basis as possible for depreciable assets (or assets sub- 
sequently disposed of) and as high a basis as possible for assets such as 
“positive good will.” 

The revaluation date for the transferor’s assets attributable to shares 
acquired after the acquisition of control is the date the shares were ac- 
quired.* It is obvious that this rule must be applied in a reasonable 
manner. Fot example, after 80% of the transferor’s stock was acquired, 
the transferee may have acquired the remaining 20% by many purchases 
in small lots under a continuing offer. Such acquisitions might have re- 
quired five or ten years’ time. A literal application of the rule would result 
in hundreds, or thousands, of computations. It should be possible to 
limit such computations in a reasonable manner by assuming that all 
shares acquired in a particular year were acquired on some one day dur- 
ing the year, or assuming that all the shares representing the 20% interest 
were acquired on some one date. 

The revaluation date is moved forward to the time immediately pre- 
ceding liquidation of the transferor in the case of assets attributable to 
shares held with a cost basis where control was not acquired prior to the 
liquidation.*” 

The regulations are silent as to the treatment of stock acquired from 
‘the transferor by cash subscription. If such stock is considered to have a 
cost basis and the transferor’s assets are revalued in accordance with the 
subscription price, distortion might result in some cases. For example, 
assume that corporation P,.the transferee, purchased for $150,000 cash 
all the outstanding stock of corporation S, the transferor, consisting of 
1,000 shares. Also assume that on the purchase date, corporation S had 
an asset with a basis of $125,000 but a value of $150,000. The revalua- 
tion under section 761 would produce a basis of $150,000 for the asset 
owned by corporation S. If corporation P then subscribed to an additional 
1,000 shares and paid in $200,000 for them, these shares would seem to 
represent shares acquired with a cost basis after the date control was 
acquired. Under the regulations, the assets of corporation S are to be re- 


172 Reg. 112, Sec. 35.761-5(a) (2). 
178 Reg. 112, Sec. 35.761-5(a) (3). 
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valued as of the date such shares were acquired, by reference to the cost 
basis to the transferee for such shares.** The application of this rule 
would produce an aggregate basis of $200,000 for the assets (other than 
money) of corporation S as of the date the subscription stock was ac- 
quired.*** If the asset of corporation S still had a value of $150,000, the 
regulations would seem to permit the excess of $50,000 to be set up as 
good will for the purposes of section 761.‘* This is an obviously in- 
correct result because it is dependent upon the mere fact that the sub- 
scription price paid after the transferor was wholly owned happened to 
be a higher price per share than the cost of the original acquisition. If 
the subscription price happened to be lower, such a computation might 
produce “negative good will.” In either case, of course, the subscription 
price for additional stock in a wholly owned corporation should not be 
the occasion for a new revaluation of assets. If the additional funds had 
been transferred as a contribution to capital without the issuance of stock 
by the subsidiary, there would be no revaluation because no stock would 
be acquired. The contribution would increase the basis of the stock al- 
ready held by the parent and this increase would be offset by the additional 
money in the subsidiary. Since the issuance of stock is immaterial under 
such circumstances, it might properly be ignored and the subscription 
treated as a contribution to capital with respect to the shares previously 
owned,*” 

Once the basis of the transferor’s assets has been established by a re- 
valuation, this basis is thereafter used in lieu of the basis otherwise 
prescribed by section 113. If any of such assets are exchanged for other 
assets under circumstances which fix the basis of the new assets with 
reference to the basis of the assets given in exchange, the new assets take 
the basis established by the revaluation.*’* Adjustments, such as adjust- 
ments for depreciation or depletion, shall be made for the purposes of 
section 761 by reference to this basis.**® Such adjusted basis is then 


174 Reg. 112, Sec. 35.761-5(a) (2). 

175 Multiplying the price per share ($200) by 2,000 shares outstanding would produce 
$400,000. From this must be subtracted the money on hand ($200,000) of the transferor at 
the revaluation date. The balance of $200,000 represents the aggregate basis of the assets 
of the transferor other than money. 


176 Reg. 112, Sec. 35.761-5(a) (4). 
177 If the transferee acquired shares by subscription after it acquired control but before 


it acquired 100% of the transferor’s stock, the subscription price might represent the 
underlying values of the assets as of the subscription date because of the right of the 
minority stockholders to have their interests protected from dilution’ Quaere: In such 
case, should there be a new revaluation of assets at such time and would such a revalua- 
tion supersede earlier revaluations? 

178 Reg. 112, Sec. 35.761-5(a) (5). 

179 Reg. 112, Sec. 35.761-5(a) (6). 
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used as the basis for assets received in liquidation for the purpose of de- 
termining the plus or minus adjustment therefor to the transferee.” 

If the basis of property received in the liquidation was not changed by 
a revaluation in the manner described herein, or if property was acquired 
subsequent to the date of such a revaluation, its basis to the transferee 
shall be the basis which it had in the hands of the transferor, adjusted by 
adjustments proper under section 115(1) for the determination of earn- 
ings and profits.*** Likewise, the revaluation basis does not apply to the 
portion of property received in the liquidation which is received with 
respect to shares of stock held with other than a cost basis. 

Adjustment for Liquidation of Cost Basis Stock—Time When Control 
is Deemed to be Acquired. The statute provides that control means the 
ownership of 80% of all classes of stock of the transferor except non- 
voting preferred stock.** The statute also imposes the requirement that 
such ownership continue until the completion of the liquidation.*** The 
regulations interpret this requirement to mean that if control of the trans- 
feror was lost and later reacquired, the date of the last acquisition of 
control before the liquidation will be treated as the date upon which 
control was acquired.*** An exception is made in the case where control 
was temporarily lost because non-voting stock not owned by the transferee 
became entitled to voting rights,*** provided that control was subsequeritly 
regained through the loss of voting rights by such stock or through a 
subsequent acquisition of 80% of such stock. 

The regulations also provide rules as to the time when stock is deemed 
to have been acquired, for the purpose of determining the acquisition of 
control, which are consistent with the rules as to the circumstances under 
which stock is considered to have a cost basis although acquired in a 
transaction producing a carry-over or substitute basis under section 113."* 
Thus, if stock of a transferor is deemed to have a cost basis because it 
had a cost basis to the preceding owner, then the date of its acquisition is 


180 Reg. 112, Sec. 35.761-5(a) (7) (ii). 

181 Reg. 112, Sec. 35.761-5(a) (7) (i). This is the same as the basis prescribed for 
property received in liquidation with respect to shares held with other than a cost basis. 
See discussion under Adjustment for Liquidation of Other Than Cost Basis Stock—Basis 
of Property Received in Liquidation, supra. 

182 § 761(c) (3). The same ownership is required to make a liquidation tax-free under 
§ 112(b) (6) and in most cases “control” will have been acquired at some time prior to 
the liquidation. However, where an intercorporate liquidation is deemed to have occurred 
as a result of a statutory merger or consolidation, there may be cases where such per- 
centage of prior ownership was not present. 

188 § 761 (c) (3). 

184 Reg. 112, Sec. 35.761-5(b). 

185 As, for example, where preferred stock became possessed of voting rights during a 
period of arrears in dividends. 

186 See discussion under Basis of Stock as Cost or Other Than Cost, supra. 
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deemed to be the date when the preceding owner acquired such stock.**’ 
However, if the stock of the preceding owner was held with a cost basis 
and the preceding owner did not hold the stock of the transferor with a 
cost basis, then if the transferor’s stock was acquired in a section 112 
(b) (6) liquidation of the preceding owner, it will be deemed to have 
been acquired on the date when the stock of the preceding owner was 
acquired.*** If the preceding owner did hold the transferor’s stock with 
a cost basis and the preceding owner’s stock was also held with a cost 
basis, then if the transferor’s stock was acquired in a section 112(b) (6) 
liquidation, it will be deemed to have been acquired either at: the time it 
was acquired by the preceding owner, or at the time the preceding 
owner’s stock was acquired, whichever is later.**° As to stock of a trans- 
feror héld with a substitute basis which is deemed to be a cost basis 
because the stock or property given in exchange for it had a cost basis, 
the new stock is deemed to have been acquired as of the date of acquisi- 
tion of the stock or property given in exchange for it.*°° The regulations 
also provide that where part of the basis of the transferor’s stock repre- 
sents an increase because of a statutory merger or consolidation (or a 
transaction having the same effect) of a corporation whose stock had 
been held with a cost basis, then that portion of the basis shall be deemed 
to have been acquired as of the date when the stock of the merged or 
consolidated corporation was acquired.*” 

Adjustment for Liquidation of Cost Basis Stock—Basis of Stock. The 
rules provided by the regulations as to the amount of the stock basis are 
generally applicable whether the stock has a cost or an other than cost 
basis.**? There are some special rules, however, which apply only to cost 
basis stock.’ 

One such special rule, concerning postcontrol distributions by. the 
transferor, requires a recomputation of the transferor’s earnings and 

187 Reg. 112, Sec. 35.761-5(b) (4). 

188 Reg. 112, Sec. 35.761-5(b) (5). This rule appears to be sound, but there seems no 
logical reason why it is limited to cases where the stock is acquired in a § 112(b) (6) 
liquidation of the preceding owner. It would be appropriate to apply the same rule if the 
stock of the transferor was acquired from another member of a controlled or affiliated 
group and is considered to have a cost basis in the transferee’s hands, whether or not 
the acquisition was pursuant to a § 112(b) (6) liquidation. 

189 Reg. 112, Sec. 35.761-5(b) (6). But see note 188 supra.* 

190 Reg. 112, Sec. 35.761-5(b) (7). 

191 Reg. 112, Sec. 35.761-5(b) (8). 

192 These rules have already been discussed in Adjustment for Liquidation of Other Than 
Cost Basis Stock—Basis of Stock, supra. They include rules as to the time for computing 
the basis, the use of adjustments computed under § 115(1) rather than § 113(b), and the 
non-application of adjustments based on loss during a consolidated return period. 

193 One of these, relating to precontrol distributions, is described in the discussion of 
Adjustment for Liquidation of Cost Basis Stock—Basis of Property Received in Liquida- 
tion, supra. 
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profits to take into account adjustments determined with reference to the 
basis of the transferor’s assets, as revalued for section 761 purposes.’ 
This recomputation will ordinarily produce a different amount of earn- 
ings and profits than the transferor would use in computing its own in- 
vested capital. For example, assume that in a given year the transferor 
was entitled to deduct $100,000 of depreciation on an asset, based on its 
cost. It would take this amount into account in computing its earnings 
and profits to be included in its own invested capital. As a result of the 
revaluation of assets attributable to cost basis stock, the depreciation 
sustained for the particular year might be $200,000. This amount would, 
therefore, be used in computing the transferor’s earnings and profits for 
this section 761 purpose. Such purpose is to determine whether post- 
control distributions by the transferor were made from its earnings and 
profits as thus recomputed. If they were not made from earnings and 
profits on this basis, they are to be applied in reduction of the basis of 
the transferor’s stock in respect of which the distributions were received 
by the transferee, even though, under ordinary income tax rules, they 
represented taxable dividends which were properly included in the trans- 
feree’s earnings and profits.**° Of course, if the distributions are applied 
in reduction of the basis of the transferor’s stock for purposes of section 
761, they are not includible in the transferee’s earnings and_profits for 
invested capital purposes.*” 

The regulations also provide an exception to the general rule that the 
unadjusted basis of stock shall be the basis for determining loss upon a 
sale or exchange. This is in the case where the basis of stock is fixed by 
reference to its basis in the hands of a preceding owner, but such basis is 
deemed to be a cost basis for the purposes of section 761.**" If the stock 
was acquired pursuant to an intercorporate liquidation of the preceding 
owner and the stock of the preceding owner was held with a cost basis, 
then the stock acquired in such liquidation may have the revaluation basis 
determined in the manner prescribed in the discussion under Adjustment 
for Liquidation of Cost Basis Stock—Basis of Property Received in 
Liquidation, supra. The regulations go further, however, and provide 
that such stock will have the revaluation basis in some instances even 


194 See the discussion of Adjustment for Liquidation of Cost Basis Stock—Basis of 
Property Received in Liquidation, supra. 

195 Reg. 112, Sec. 35.761-4(f). It will be noted that this rule is of more limited applica- 
tion than the general rule, described in the discussion of Adjustment for Liquidation of 
Other Than Cost Basis Stock—Basis of Stock, supra, that adjustments to the basis of the 
stock are to be those proper under § 115(1). 

196 See discussion under Adjustment for Liquidation of Cost Basis Stock—Adjustments 
to the Earnings and Profits of the Transferee in Addition to the Plus or Minus Adjust- 
ments, infra. ‘ 

197 See discussion under Basis of Stock as Cost or Other Than Cost, supra. 
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though it was not acquired in an intercorporate liquidation. These in- 
stances are those in which the stock was acquired from another member 
of an affiliated group during a consolidated return period, or from another 
member of a controlled group, in either case by a transaction other than 
an intercorporate liquidation, but where the revaluation basis would have 
been applicable if the acquisition had been pursuant to an intercorporate 
liquidation of the preceding owner and of each member of the group 
owning stock of the preceding owner, directly or indirectly, through 
which the stock would have passed in successive liquidations until it 
ultimately reached the acquiring corporation in whose hands its basis is 
being determined at the time of its own liquidation.’ 

Adjustment for Liquidation of Cost Basis Stock—Plus or Minus 
Adjustment. Once the basis of the transferor’s stock has been determined 
as to amount and as to whether it is a cost or an other than cost basis, and 
the adjusted basis of the assets attributable to such stock has been com- 
puted, the plus or minus adjustment for the liquidation can be computed 
without much difficulty.** : 

The plus or minus adjustment for stock held with a cost basis is made 
in the earnings and profits account of the transferee in the same manner 
as if the transferee had realized a recognized gain or sustained a recog- 
nized loss equal to the amount of the adjustment.”° This adjustment 
is made as of the day following the completion of the intercorporate 
liquidation. 

The regulations specifically provide that no amount other than the 
plus or minus adjustment shall be included in the earnings and profits 
of the transferee as the result of an intercorporate liquidation with respect 
to shares of stock held with a cost basis. Apparently, this refers to earn- 
ings and profits of the transferor which would otherwise be included in 
the earnings and profits of the transferee by virtue of a transaction 
of the character referred to in section 718(b)(3).°* The regulations 
under section 718 specifically provide that this principle shall not apply 
if the transaction in question is an intercorporate liquidation of stock 
held with a cost basis.””* Presumably, the last sentence of paragraph (a) 
in section 35.761-7 is only intended to make the same provision even" 


198 Reg. 112, Sec. 35.761-4(c). 

199 The regulations contain an example of such a computation, section 35.761-7(c). 
The example presents a fairly simple and uncomplicated situation, which serves to 
illustrate how the general principles of section 761 are to be applied. The rules applicable 
in determining the plus or minus adjustment, including the treatment of treasury stock 
and preferred stock, are to be found in section 35.761-2(c). 

200 Reg. 112, Sec. 35.761-7(a). 

201 This is commonly referred to as the “Sansome principle.” See Comm’r v. Sansome, 
60 F. (2d) 931 (C.C.A. 2d, 1932) cert. denied, 287 U.S. 667 (1932). 

202 Reg. 112, Sec. 35.718-2(a). 
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though it is written in much broader terms. As pointed out in the dis- 
cussion of Adjustment for Liquidation of Cost Basis Stock—Adjust- 
ments to the Earnings and Profits of the Transferee in Addition to the 
Plus or Minus Adjustment, infra, the regulations under section 761 will 
sometimes require additional adjustments beyond the plus or minus ad- 
justment to the earnings and profits account’ of the transferee because of 
the liquidation with respect to cost basis stock. 

Adjustment for Liquidation of Cost Basis Stock—Adjustments to the 
Earnings and Profits of the Transferee in Addition to the Plus or Minus 
Adjustment. One special adjustment requires an examination of distribu- 
tions made by the transferor between the date as of which the basis of its 
property was revalued ** and the beginning of the liquidation.“ For this 
purpose the earnings and profits of the transferor are to be recomputed 
to the extent that they reflect gain or loss from sale or exchange of the 
assets whose basis has been revalued under section 761, or depreciation 
or depletion charges with respect to such assets.*” In this recomputation 
of earnings and profits, the basis provided for the transferor’s assets 
under section 761 is to be used in lieu of the basis otherwise prescribed 
by section 113. This examination of distributions by the transferor will 
determine whether, on the basis of the recomputed earnings and profits, 
such distributions were made from earnings and profits of the transferor. 
If made from earnings and profits, the distributions are includible in 
earnings and profits of the transferee. Otherwise, the distributions are 
to be applied in reduction of the basis of stock of the transferor in respect 
of which the distributions weré made. Such recomputation of earnings 
and profits of the transferor and examination of its distributions will be 
made pro tanto, according to the shares of stock held with a cost basis 
on the date as of which the basis of the transferor’s property was re- 
valued. If there were several property basis revaluations because shares 
of the transferor’s stock were acquired at different times after the date of 
control,” it will be necessary to make independent examinations of the 
distributions received with respect to each block of stock which produced 
a different basis for the transferor’s assets attributable to such stock. 

The effect of these adjustments would seem to require a recomputation 
of the transferee’s earnings and profits for the period after it acquired 

2038 See discussion under Adjustment for Liquidation of Cost Basis Stock—Basis of 
Stock, supra. 

204 Reg. 112, Sec. 35.761-5(a) (6). 

205 To be consistent with consolidated return regulations, this recomputation should 
ignore any balance of accumulated earnings or any deficit as of the date the basis of the 


assets was revalued under § 761. However, the regulations neglect to make any such 


provision. 
206 See discussion under Adjustment for Liquidation of Cost Basis Stock—Basis of 
Property Received in Liquidation, supra. 
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control of the transferor and prior to the beginning of the liquidation. 
This recomputation may result in a finding that distributions made by the 
transferee to its stockholders were not made from accumulated earnings 
and profits, as thus recomputed, and, accordingly, produce a reduction in 
the invested capital of the transferee under section 718(b)(1). In any 
event, there will be a reduction in the earnings and profits account of the 
transferee if distributions received from the transferor, which were 
originally determined to be distributions of the transferor’s earnings and 
profits, are found to be distributions from some other source as a result 
of the recomputation of the transferor’s earnings and profits. However, 
the distributions which are excluded from the transferee’s earnings and 
profits are applied in reduction of the basis of the transferor’s stock held 
by the transferee.*’ This may have the effect of exactly offsetting the 
reduction in the transferee’s earnings and profits because a reduction in 
the basis of the transferor’s stock will affect the plus or minus adjustment 
to the transferee’s earnings and profits, arising from the.liquidation. For 
example, assume that corportion P is the transferee and corporation S$ is 
the transferor. Corporation P purchased all the stock of corporation 5 
for $1,000,000. Between the date of such purchase and the liquidation 
of corporation S, $500,000 of distributions were made by corporation S 
to corporation P. After revaluing the basis of the assets of corporation S 
as of the date of corporation P’s purchase of its stock, the earnings and 
profits of corporation S are recomputed and it is found that the $500,000 
distribution was not made from the earnings and profits of corporation S. 
Next, assume that corporation P received net assets of $1,500,000 in 
liquidation of corporation S and that corporation P had a balance of ac- 
cumulated earnings and profits in the amount of $3,000,000 before mak- 
ing any adjustments under section 761. The computation would then be 


as follows: 





Corporation P’s earnings and profits................ $3,000,000 
Deduct distributions received from corporation S in- 
Ce TRMNOER 2b nk EE Ae MeRINS Ses deiddi haces 500,000 
$2,500,000 
Add plus adjustment from liquidation of corporation S: 
Basis of assets received.......cccesceesscevceve $1,500,000 
Basis of stock: 
RUMEN Saccccstetcccnecotacbisccevectoes $1,000,000 
Adjustment ......... RGatenescccessnteuee 500,000 500,000 
Plus adjustment ...........ccccccccses 1,000,000 
$3,500,000 


Revised earnings and profits of corporation P....... 


207 See discussion under Adjustment for Liquidation of Cost Basis Stock—Basis of 
Stock, supra. 
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It is obvious that in this example the redetermination of corporation S’s 
earnings and profits has had no net effect on the computations under sec- 
tion 761. The reduction in corporation P’s earnings and profits for the 
exclusion of the $500,000 distribution is exactly offset by the $500,000 
increase in the plus adjustment resulting from a reduction by that amount 
for the basis for the stock of corporation S. 

There will be situations where these adjustments do produce an effect 
on the invested capital of the transferee. For example, assume the same 
facts as in the foregoing example, except that corporation P had an 
accumulated deficit of $1,000,000 before making any adjustments under 
section 761. Also assume that the only source for a distribution of 
$500,000 made by corporation P to its stockholders was the distribution 
of $500,000 received by corporation P from corporation S. Under these 
circumstances, corporation P would suffer a $500,000 reduction in its 
invested capital as a result of the adjustments under section 761, com- 
puted as follows: 


GCOPpOretton. 26 GOBCH. o55.04sacss0500una ae ones eeatRnt eel tates tea ($1,000,000) 
Increase because of exclusion of distributions received from corporation S. 500,000 
*Decrease because of exclusion of distributions made by corporatiun P to its 
BOONES on .s 04:0. 6% 65.5:0's eb dieole bab nts oc beeatwnnekaeeamad RRR 500,000 
($1,000,000) 
Add plus adjustment for liquidation of corporation S...............20005 1,000,000 
Revised GHGcit GC COPDOTRIION F< c:o.s<.0c06cs caphsteseaesea cane sees osnaen 0 





* These distributions produce a reduction under section 718(b)(1) for $500,000 distributions not 
made from accumulated earnings and profits. 


It will be noted that in this computation the $500,000 increase in the 
plus adjustment merely reduces the deficit of corporation P to zero. This 
does not offset the reduction under section 718(b)(1) because a deficit 
is treated as zero. However, deficits must be made good from sub- 
sequent earnings and if corporation P subsequently accumulated $500,000 
or more of earnings, the $500,000 reduction produced under section 
718(b) (1) under these circumstances would be offset by the $500,000 
decrease in the deficit. 

There would seem to be little reason to question the validity of the 
regulations requiring these pre-liquidation adjustments of the transferee’s 
earnings and profits. The statutory authority for them is to be found in 
the general authority given to the Commissioner to prescribe appropriate 
regulations under section 761.*°* The statute is supplemented by the 
Senate Finance Committee Report which has been previously referred to 
herein.” Under a liberal interpretation of the authority granted the 


208 § 761(g) (1). 
209 See discussion under Purpose of the Section 761 Adjustment, supra. 
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Commissioner, these recomputations and adjustments of the transferee’s 
earnings and profits seem proper and within the spirit of section 761. 
However, as indicated by the examples given above, unless the invested 
¢apital of the transferee is affected by the deficit rule,”° these particular 
computations and adjustments appear to serve no purpose. 

Adjustment for Liquidation of Cost Basis Stock—Invested Capital 
Basis. After an intercorporate liquidation with respect to stock held with 
a cost basis, further adjustments are required besides the plus or minus 
resulting from the liquidation. These result from the use of the “invested 
capital basis.” *** This is a term applied to the revaluation basis of assets 
which are attributable to shares of the transferor’s stock held with a cost 
basis. The time and method of making this revaluation have been de- 
scribed in Adjustment for Liquidation of Cost Basis Stock—Basis of 
Property Received in Liquidation, supra. The primary purpose of re- 
valuing the assets is for the determination of the plus or minus adjust- 
ment. However, as pointed out in the discussion of Adjustment for 
Liquidation of Cost Basis Stock—Adjustments to the Earnings and 
Profits of the Transferee in Addition to the Plus or Minus Adjustment, 
supra, the revaluation basis is also used in computing earnings and 
profits of the transferor prior to the liquidation. After the liquidation, 
this basis, rather than any basis prescribed by section 113, is used in all 
computations affecting the invested capital of the transferee or any other 
corporation which acquires such assets from the transferee with a carry- 
over basis. The computations in which the invested capital basis will be 
used include depreciation, depletion and gain or loss from sale or ex- 
change of the assets. For all of these items which enter into the trans- 
feree’s earnings and profits there must be a new computation using the 
invested capital basis. The revised amount of earnings and profits may 
also affect the amount of other items of the transferee’s invested capital, 
notably the reductions for distributions not made from accumulated 


earnings and profits ** or not made from earnings and profits of the 
218 





taxable year. 
The regulations provide specifically that the invested capital basis is to 
be used in the computation of the ratio of inadmissible assets to total 
assets. This provision is supported by the description of the regulations 
contemplated in the Senate Finance Committee Report.?"* 
It should be noted that the invested capital basis applies only to assets 


210 That is, the rule that a deficit in earnings and profits does not decrease invested 
capital. 

211 § 761(e) ; Reg. 112, Sec. 35.761-8. 

212 § 718(b) (1). 

218 § 718(b) (2). 

214 See discussion under Purpose of the Section 761 Adjustment, supra. 


























1947] SUPPLEMENT C 281 


received by the transferee in the intercorporate liquidation. If assets are 
received in a pre-liquidation transaction, their basis to the transferee will 
apparently be determined under the rules of section 113, even though 
such basis may be a carry-over basis and such assets may be among those 
which would have taken an invested capital basis if they had been trans- 
ferred in the subsequent liquidation. This is probably an unforeseen 
result which would otherwise have been avoided in the drafting of section 
761(e). 

Intercorporate Liquidations Extending over a Period of Time. Special 
rules are provided for computing plus or minus adjustments if any distri- 
bution in an intercorporate liquidation occurs in a taxable year beginning 
after December 31, 1939 and the liquidation is consummated by a series 
of distributions extending over more than one taxable year.*** Rules are 
also provided for notifying the Commissioner in such case by means of 
a statement attached to the return for the excess profits tax year in which 
the first distribution occurs and for complying with other procedural 
requirements designed to protect the interests of the Government.””* 

The rules for computing plus and minus adjustments distinguish be- 
tween distributions in complete cancellation of specific shares of the 
transferor’s stock and distributions which extend ratably over all the 
outstanding shares, or all the outstanding shares of a particular class. 
Where the distribution results in complete cancellation of specific shares, 
the plus or minus adjustment is computed with regard to the basis of 
such shares, the money and property distributed, and liabilities assumed 
by the transferee, etc." None of such amounts shall be allocated to any 
prior or subsequent distribution. If the distribution applies ratably, how- 
ever, to all stock or all stock of a class, the adjustment is computed by 
taking into account a proportionate amount of the stock basis. The 
proportion is determined on the basis of the percentage distributed out 
of total assets of the transferor at the time of the first distribution. . In 
the event of successive computations for distributions, the proportionate 
amount of the stock basis used for computations with respect to distri- 
butions after the first distribution cannot, when added to the aggregate 
of the amounts used in computations for prior distributions, exceed the 
total adjusted basis for the stock.** In any event, the aggregate of the 
plus or minus adjustments computed for all distributions after completion 
of the liquidation, cannot be different from the plus or minus adjustment 


215 Reg. 112, Sec. 35.761-2(d). 

216 Reg. 112, Sec. 35.761-2(d) (1), (2) and (3). 
217 Reg. 112, Sec. 35.761-2(d) (4) (i). 

218 Reg. 112, Sec. 35.761-2(d) (4) (ii). 
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which would have been computed if the liquidation had been consummated 
by a single distribution.”® 





CONCLUSION 


It is difficult to predict the extent to which the rules of section 761 will 
be clarified by judicial interpretation. The statute, supplemented by 
Congressional Committee Reports, prescribes adjustments for certain types 
of transactions and empowers the Commissioner to prescribe regulations 
to fit specific cases. The regulations, however, are written in such com- 
plicated and ambiguous language that it is impossible to be sure in all 
cases whether a given result is the one intended. These cases will present 
a judicial problem calling for interpretation of regulations as well as the 
statute. There will be, of course, many liquidating transactions where the 
resulting adjustment to invested capital is relatively easy to determine. 
But even a casual student of the reorganization cases is aware of the 
highly complicated transactions which have occurred during the histories 
of many corporate taxpayers. The effect of such transactions on the tax- 
payer’s invested capital under the rules of Supplement C is considerably 
more difficult to determine than the familiar question as to whether a 
transaction constituted a reorganization under the revenue acts as inter- 
preted by the courts. When we consider the difficulty of attempting to 
decide this basic question by reference to the fairly specific. definitions of 
section 112 as amplified by the decisions, it seems futile to attempt a com- 
putation under section 761 with any hope that a conclusive result will be 
obtained by a conscientious adherence to‘the language of statute and 
regulations. There is every reason to expect that. the meaning of these 
provisions, like the tax-free exchange provisions, will only emerge and 
develop through judicial interpretation. Such interpretations, it would 
seem, must rely principally on the intent of Congress rather than the 
specific terms of. the statute. 


219 Reg. 112, Sec. 35.761-2(d) (4) (iii). 
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Notes 


Deduction for Unpaid Compensation to Controlling Stockholder— 
A Proposal for a New Statute. In Anthony P. Miller, Inc.,1 the Tax Court 
held that no deduction is to be allowed for compensation to “a related tax- 
payer” where promissory notes were delivered on January 1 for services 
rendered during the preceding year. This result is absurd. It is proposed in 
this note to consider whether the fault lies with the Tax Court or with 
Congress. In either case, it is the purpose of the note to recommend a statutory 
amendment which would change the result. 

Section 24(c) of the Internal Revenue Code provides: 


Unpaid Expenses and Interest. In computing net income no deduction 
shall be allowed under section 23(a), relating to expenses incurred, or under 
section 23(b), relating to interest accrued— 


(1) If such expenses or interest are not paid within the taxable year 
or within two and one half months after the close thereof; and 

(2) If, by reason of the method of accounting of the person to whom 
the payment is to be made, the amount thereof is not, unless paid, in- 
cludible in the gross income of such person for the taxable year in which 
or with which the taxable year of the taxpayer ends; and 

(3) If, at the close of the taxable year of the taxpayer or at any time 
within two and one half months thereafter, both the taxpayer and the 
person to whom the payment is to be made are persons between whom 
losses would be disallowed under section 24(b). 


This statute was introduced by the “Loophole Act” of 1937.2 The Com- 
mittee Report indicates clearly that it was intended to prevent tax avoidance 
through the disallowance of “artificial deductions.” * The typical instance is 
that of an accrual basis corporation which postpones indefinitely the payment 
of accrued compensation to a controlling stockholder who reports on the cash 
basis.* Clearly, some precaution against this type of tax avoidance is re- 


17 T.C. No. 89 (1946). 

2 Rev. Act of 1937, Sec. 301. 

8H. Rep. No. 1546, 75th Cong., Ist Sess. (1937), 1939—1 (Part 2) Cum. But. 724. 

4 The statute applies also, of course, to rent and interest, and operates in a variety of 
relationships. Section 24(b) (1) lists the following as persons between whom losses would 
be disallowed: (A) members of a “family,” (B) an individual and a carporation more 
than 50 per centum in value of the outstanding stock of which is owned, directly or in- 
directly, by or for such individual, (C) two corporations more than 50 per centum in value 
of the outstanding stock of each of which is owned, directly or indirectly, by or for the 
same individual, if either one of such corporations, with respect to the taxable year of the 
corporation preceding the date of the sale or exchange was, under the law applicable to 
such taxable year, a personal holding company or a foreign personal holding company, 
(D) a grantor and a fiduciary of any trust, (E) the fiduciary of a trust and the fiduciary 
of another trust, if the same person is a grantor with respect to each trust, and (F) a 
fiduciary of a trust and a beneficiary of such trust. Section 24(b) (2) prescribes rules of 
constructive ownership of stock for the purpose of this statute. In general, an individual 
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quired. As presently designed and interpreted, however, the-statute is more 
than a bar to tax avoidance; it is a trap for the unwary. 

There are several things wrong with the statute, not least of which is its 
complexity. The courts have struggled with the problem at least a dozen 
times within the last few years, and the recent climax has been a forthright 
refusal by a divided Tax Court to follow a decision of the Sixth Circuit.5 The 
difficulty’ stems largely from the dual test which the statute imposes in para- 
graphs (1) and (2) of section 24(c).° Under (1), the deduction is allowed 
if the compensation is “paid” within the taxable year, or within 24 months 
after the close of the taxable year. Under (2), the deduction is allowed if 
the compensation is includible in the gross income of the stockholder for the 
taxable year which coincides with the corporation’s taxable year.’ These tests 
are clearly in the alternative: if either is satisfied, the deduction is allowed.® 

It is apparent that the two tests may overlap, but they are not synonymous. 
If the compensation is paid within the taxable year, both conditions are satis- 
fied. If payment is made within the 2} month period, the first condition is 
satisfied even though the second is not.® Conversely, even if there is no pay- 
ment within the taxable year or within the 2} month period, the deduction is 
allowed if the stockholder is taxable within the taxable year. This last situa- 
tion is a troublesome one. It arises from the rule, accepted at least by the 
Tax Court, that the stockholder may constructively receive his compensation, 
and be therefore taxable, even though the compensation is not paid by the 
corporation. Thus, if salary is credited to the stockholder’s account at the 
time it accrues, and if that amount is available for payment and is unqualifiedly 
subject to his demand, he is then taxable even though he reports on the cash 
basis.?° 

This incorporation of the constructive receipt principle is logical enough 


is considered to own a proportionate. part of stock which is actually owned by a corpora- 
tion, partnership, estate, or trust in which he has an interest; and to own stock actually 
owned by a partner, brother, sister, spouse, ancestor, or lineal descendent. 

5 Anthony P. Miller, Inc., supra note 1; contra Musselman Hub-Brake Co. v. Comm’r, 
139 F. (2d) 65 (C.C.A. 6th, 1943). 

6 This note is not concerned with the “relationship” under paragraph (3). 

7 If the taxable years are different, the compensation must be taxable to the stockholder 
for the year within which the corporation’s taxable year ends. 

8 But see Ashe Electric Co. v. Comm’r, 153 F. (2d) 295 (C.C.A. 5th, 1946), discussed 
infra note 10. 

® A peculiar problem under the statute is the definition of “two and one-half months.” 
It has been held that the payment by a calendar year taxpayer may not be made on the 
morning of March 16. Payment must be made on or before March 15. Mansuss Realty 
Co. v. Comm’r, 143 F. (2d) 286 (C.C.A. 2d, 1944), aff’g on other ground, 1 T.C. 932 
(1943). 

10 Michael Flynn Mfg. Co., 3 T.C. 932 (1944), app. dism’d C.C.A. 2d, 1945; see Joseph 
J. Harris, Inc., T.C. Memo. Dkt. 5637, CCH Dec. 15,223, P-H [74,506 (1946) (demand 
note). This rule was apparently misunderstood by the Circuit Court in Ashe Electric Co. 
v. Comm’r, 153 F. (2d) 295 (C.C.A. 5th, 1946), aff’g on other grounds T.C. Memo. Dkt. 
2649, CCH Dec. 14,097, P-H 164,605 (1944). There, the Tax Court held on the facts 
that the stockholder did not constructively receive his compensation within the taxable 
year. The decision was affirmed on the grounds that the statuté requires actual “payment.” 
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under the statute, but the inevitable result is doubt, confusion and litigation. 
The decisions are not at all clear on the limits of the principle, and the many. 
possible variations in facts make a clear-cut rule very difficult to forniulate. 
In cases not involving § 24(c), it has been frequently said that the doctrine 
of constructive receipt is to be “sparingly applied.” +2 But, perhaps spurred 
by the desire to do equity, the courts have been fairly liberal in finding 
constructive receipt in § 24(c) cases. For example, even where the corpora- 
tion did not have sufficient cash to make the payment, an unrestricted credit 
on the corporate books has been held constructively received, where the 
corporation was solvent and could have borrowed the required amount.’* 
There are, however, limitations. If the amount is not payable until after the 
close of the taxable year, or if the amount due was neither computed nor 
entered upon the books within the taxable year, there is no constructive receipt 
within the taxable year.** The mere fact that a demand note was given after 
the close of the year has been considered an indication that a book credit 
during the year was not intended as unrestricted payment during the year." 

Whether these decisions are right or wrong is a relatively minor question. 
The point is that they should never have had to be decided. There will always 
be problems of constructive receipt under the general income definition of 
§ 22(a). In transactions between unrelated taxpayers, however, the issue 
arises infrequently. It is precisely in the cases covered by § 24(c) that the 
problem is an everyday occurrence. And it is in these cases that a sensible 
statute would eliminate the question. Before such a statute is considered, 
however, there is one further variation under the present statute which 
requires attention. 

That final variation is the following: the stockholder is employed for the 
calendar year 1945 at an agreed annual salary of $10,000. No part of that 
amount is unconditionally credited to the stockholder during 1945. On 
January 1, 1946, the corporation gives the stockholder its demand note for 
$10,000, and has ample funds with which to pay the note on that date. The 
note is paid on March 16, 1946. The Tax Court has held that the compensa- 
tion in such a case is not deductible.*® First, the court says, the stockholder 





11 Pedro Sanchez, 6 T.C. 1141, 1148 (1946), and cases cited; see Richards’ Estate v. 
Comm’r, 150 F. (2d) 837 (C.C.A. 2d, 1945) ; Rogan v. Mertens, 153 F. (2d) 937 (C.C.A. 
9th, 1946) ; Mainard E. Crosby, 14 B.T.A. 980 (1929) ; Mary T. Smith, T.C. Memo. Dkt. 
3372, CCH Dec. 14,531, P-H {74,415 (1945); cf. Foley v. Comm’r, 94 F. (2d) 958 
(C.C.A. 3d, 1938), cert. denied 305 U.S. 615 (1938); Urban A. Lavery, 5 T.C. 1283 
(1945). ; 

12 Ohio Battery & Ignition Co., 5 T.C. 283 (1945); M. W. Turner, T.C. Memo. Dkt. 
3157, CCH Dec. 14,257, P-H {| 64,764 (1944). 

18 Lake, Inc., 4 T.C. 1 (1944), aff’d 148 F. (2d) 898 (C.C.A. 5th, 1945), cert. denied 
326 U.S. 732 (1945); McDuff Turner, 5 T.C. 1261 (1945); see Ashe Electric Co. v. 
Comm’r, supra note 8; Thomas B. Martindale, Inc., T.C. Memo. Dkt. 1550, CCH Dec. 
14,036, P-H {| 74,534 (1944), aff'd 151 F. (2d) 190 (C.C.A. 3d, 1945). 

14 Anthony P. Miller, Inc., supra note 1. 

15 Jd., overruling N. G. Basevi, Inc., T.C. Memo. Dkt. 6904, CCH Dec. 15,212, P-H 
] 74,501 (1946) ; contra Musselman Hub-Brake Co. v. Comm’r, supra note 5. 
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is not taxable upon that income in 1945. Second, the compensation was not 
“paid” during 1945 or the first 2} months of 1946. Concededly, the stock- 
holder constructively received his compensation on January 1, 1946, and he 
realized taxable income on that date. Nevertheless, that transaction did not 
constitute “payment” by the corporation on that date.** Technically, there is 
justification for that result under the statute. The court is saying, however, 
that a December 31 note creates a deduction, whereas a January 1 note is not 
enough. That distinction is the absurdity which the statute has permitted the 
court to announce as the law. Patently, a statutory correction is required. 

That correction, however, should go further than a mere overruling of 
the Miller case. It should, in the first place, make it unnecessary for the stock- 
holder to guess in what year he should report his income. If he “erroneously” 
reports his income in the first year, and then is assessed in the second year, 
he must rely either upon a claim for refund, or, if that is barred by limitations, 
upon the complex relief of I.R.C. § 3801. He should be permitted to report 
salary from his own corporation in the year he earns it, even if he reports on 
the cash basis and has not actually received the money. 

In the second place, the statute should not deny a deduction to a corporation 
merely because it is not able to pay a salary earned by its stockholder. Under 
the present statute, if the deduction is not allowed for the year in which it 
accrues, the deduction is lost forever.” It is probably right to deny an accrual 
basis corporation the privilege of shifting its deductions through its control 
of the time of payment. But the penalty of disallowance should be carefully 
restricted to cases where the prevention of tax avoidance absolutely requires it. 
__ The present statute goes far beyond the requirements of revenue protection, 
and adopts an artificial, complex and inequitable approach to its objective. 
Congress’ only concern was to prevent deductions which were not picked up 
as income by a related taxpayer. If that income is reported at the time of the 
deduction, there is no tax avoidance. Why, then, not simply permit the stock- 
holder to report his income, in order to save the deduction for his corporation? 
That, it is submitted, is a more realistic touchstone for a “loophole” statute 
than the test of payment. If the stockholder rejects the opportunity to report 
his income when it is earned, then his corporation may be denied that deduc- 
tion in perpetuity. If he accepts the opportunity, however, the reason for 
disallowance disappears. 

The recommended amendment consists of two parts. The first is a new 
subsection “(0)” added to the definitions of gross income in I.R.C. § 22: 


16 Among other undesirable results, the decision invites a new line of cases to define 
“payment,” as distinguished from “receipt.” In the Miller case, as well as in the Mussel- 
man case, the notes were apparently non-negotiable. Would the issuance of a negotiable 
note on January 1 be sufficient? Would the delivery of a third person’s note be “payment” ? 
Is there a question if the corporation issues a “security”? To what extent does the “inten- 
tion” of the parties govern? With due respect to the Tax Court majority, there is nothing 
in the cases cited in the opinion to indicate that a cash basis payor is treated differently 
than a cash basis payee. If this new distinction is valid, then the old cases are of dubious 
aid. 

17 Reg. 111, Sec. 29.24-7. 
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(0) Amount Due From RELATED TAXPAYER. If an amount becoming due 
to the taxpayer during the taxable year would not otherwise be includible in his 
gross income for such taxable year by reason of his method of accounting, 
such amount shall nevertheless be includible— 
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(1) If the taxpayer and the person from whom the amount is due 
are at the close of the taxpayer’s taxable year persons between whom losses 
would be disallowed under section 24(b), and 

(2) If the taxpayer irrevocably consents to such inclusion, such con- 
sent to be evidenced by the inclusion of the amount in gross income in his 
first return for the taxable year. 


The second is a substitution of the following for the present I.R.C. § 24(c) : 


(c) Unpaip Expenses AND INTEREsT. In computing net income no de- 
duction shall be allowed under section 23(a), relating to expenses incurred, 
or under section 23(b), relating to interest accrued— 


(1) If the taxpayer and the person to whom the payment is to be 
made are, at the close of such person’s taxable year in which or with 
which the taxable year of the taxpayer ends, persons betwéen whom losses 
would be disallowed under section 24(b), and 

(2) If the amount is not includible in the gross income of such person 
for the taxable year in which or with which the taxable year of the tax- 
payer ends. 


If this simple “consent” approach were adopted, the tax law would be rid 


of another little corner of futile learning. 
—Makrk H. JoHnson * 


* Co-author of RaBKIN & JoHNsoN, FEDERAL INCOME, GIFT AND ESTATE TAXATION, 
Faculty Editor of the Tax Law Review. 
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1946 SupPLEMENT TO FEDERAL 
EstaTE AND Girt TAXATION. By 
RANDOLPH E. PAUL. Boston: Little, 
Brown & Co., 1946. Pp. v, 916. 
$12.50. 


A good textbook in tax law is hard 
enough to compose, but it takes a real 
hero to prepare a supplement. The 
amount of tedious labor that goes 
into a volume of this sort is awesome 
to contemplate. And all that labor 
must be expended without benefit of 
the élan and creative enthusiasm 
which accompanied the original work. 
Only a very high sense of scholarly 
integrity could refresh the author 
amid the memoranda, the index cards, 
the endless slips of paper and card- 
board that finally become a bound 
supplement. When we contrast this 
volume with the supplemental service 
prepared not by the author but by the 
publishers of our most voluminous 
treatise on federal income taxation, 
we realize the extent of the consequent 
obligation. 

Mr. Paul’s original text closed its 
account as of July 1, 1941. The Sup- 
plement covers the four years to the 
middle of 1945. In the interval many 
of the liveliest issues in estate and 
gift taxation either had their incep- 
tion or assumed their present form, 
and the length of the new volume will 
astonish no one familiar with the 


decisions and literature of that period. - 


What is important is that the author 
has not contented himself with merely 
bringing his book down to date, but 
has introduced in the Supplement sev- 
eral valuable essays on such current 
topics as the role of local law, the 
new tax scheme governing powers of 


appointment, the new treatment of 
insurance proceeds, and the novel 
implications of Commissioner v. 
Wemyss and Merrill v. Fahs. As 
might have been expected, more than 
100 pages are devoted to the prob- 
lems of the Dobson doctrine. Thus, 
this is both a supplement in the ortho- 
dox sense and a collection of fresh 
studies on recent legislation and juris- 
prudence. 

For something like twenty-five 
years Mr. Paul has been making sig- 
nificant contributions to tax scholar- 
ship. During that period his readers 
have grown familiar with certain spe- 
cific characteristics of his writings. 
The most obvious of these are the 
felicity of phrasing and the rich cul- 
tural equipment which he brings to 
the consideration of technical prob- 
lems. For some reason lawyers’ com- 
positions are often barren of literary 
quality ; but the examples of Holmes, 
Gray and Cardozo prove that legal 
style need not cause us to sigh or 
wince. Mr. Paul likewise has taken 
the pains to make reading him pain- 
less. 

In recent years tax literature has 
exhibited an increasing capacity to 
discover hidden nexus and profitable 
analogies between apparently dis- 
parate areas of law. It is no longer 
enough to collect the cases in a field 
circumscribed by traditional classifi- 
cation. A new crop of tax scholars, 
following Mr. Paul’s lead, have 
learned the technique of what might 
be called “sectional analysis.” All 
sorts of interesting and stimulating 
discoveries have come out of this 
approach, for it is in the connections 
between independent concepts that 
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their functional value is to be found. 

In Mr. Paul’s case this technique 
has been employed in an intelligently 
conservative manner. Ten years ago 
Jerome Frank took Mr. Paul to task 
for adopting “the traditional assump- 
tion that ‘fact issues’ can in many 
instances be separated, by the use of 
intelligence and diligence, from ‘issues 
of law’ ... .”1 This was, of course, 
long before Dobson dawned on the 
horizon, but Mr. Paul has remained 
faithful to the dichotomy of law and 
fact, which he regards as fundamental 
to the question of judicial review, 
among others. 

Mr. Paul’s conclusions concerning 
matters of substantive law are like- 
wise more conservative than super- 
ficial readers infer. It should be re- 
membered that the word “taxable” 
has several meanings. It may mean 
what can be taxed under the ap- 
propriate provisions of the Constitu- 
tion ; it may mean what is taxed under 
the statute, as interpreted by the regu- 
lations and applied by the courts; it 
may mean what may be taxed under 
the same statute as more compre- 
hensively interpreted ; finally, it may 
mean what ought to be taxed in terms 
of the various objectives of fiscal 
policy. When, therefore, an author 
contends that some particular item or 
transaction is “taxable,” the context 
must be examined to ascertain which 
of these meanings he intends. Mr. 
Paul’s writings are generally con- 
cerned with what is taxed or what 
may be taxed, and his incidental refer- 
ences to what ought to be taxed, 
though important, do not color the 


1 Introduction to PAut, StupiEs IN Fep- 
ERAL TAXATION (1937) 3. 
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whole of his exposition. To assert 
that an item of receipt is “taxable,” 
for example, under Section 22(a) of 
the Code, is not equivalent to recom- 
mending an administrative policy 
which would extend that section to 
embrace such an item. 

The great strides in scholarship 
have been made during the past fif- 
teen years, say, since the doctrinal 
turning-point signalized by Lucas v. 
Earl and by the dissents in May v. 
Heiner and Heiner v. Donnan. Com- 
positions are brighter, more alert and 
often considerably deeper. They con- 
cern themselves freely with the ethics 
of taxation and with the complex 
economic problems involved in fiscal 
policy. They grasp new holds on the 
body of theory. We may surmise that 
the general advance in scholarly 
standards during Mr. Paul’s most 
productive period has not been alto- 
gether coincidence. 

—Epmonp N. Caun * 


THE Fiscat IMPACT OF FEDERALISM 
IN THE UNITED States. By JAMES 
A. MAXWELL. Harvard Economic 
Studies Vol. LXXIX. Cambridge: 
Harvard University Press, 1946. Pp. 
xvi, 427. $5.00. 


The author remarks in his preface 
that previous books on public finance 
“have been singularly impervious to 
the significance of federalism.” He 
explains this deficiency “by the fact 
that the significance of federalism is 
to be found in a no man’s land un- 
occupied by public finance, political 
science or constitutional law.” There 
is no doubt that before the author of 


* Editor-in-Chief of the Tax Law Re- 
vIEW; partner of Krause, Hirsch, Levin 
& Heilpern, New York City. 
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this excellent work is finished he has 
dealt—and by no means superficially 
—with a range of topics which in- 
cludes not only those conventionally 
embraced in any study of public 
finance, but also problems of military 
science, education, social security, 
public health and economic geog- 
raphy, and each topic is discussed 
against a carefully outlined historical 
and legal background. The result is 
a book which is incomplete in its 
theoretical formulations—deliberately 
incomplete, it should be added, since 
the author’s principal thesis seems to 
be that “it is the essence of federalism 
that no complete theoretical solution 
can be found.” 

Mr. Maxwell, unlike many writers 
on fiscal policy, seems to think that 
it matters a great deal how the Gov- 
ernment spends its money and what 
value it receives. Various techniques 
of government expenditure are mi- 
nutely appraised—not in the abstract 
but under varying sets of actual cir- 
cumstances. The unconditional grant 
in aid and various types of conditional 
grant are considered in such fields as 
education, old age assistance, child 
welfare, relief, public works, public 
roads and public health. Also he 
briefly treats the Canadian experience 
in this field, which, of course, was the 
subject of his earlier work Federal 
Subsidies to the Provincial Govern- 
ments in Canada. He points out, for 
instance, that the present system of 
old age assistance favors the richer 
states as against the poorer states, 
and that obviously this is a field in 
which grants should be based on some 
measure of need. But the difficulties 
in establishing any satisfactory stand- 
ard of need are admirably canvassed 
by the author. 
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On the taxing side the author’s 
treatment is less detailed than on the 
spending side, which is only proper, 
since this is a field which has been 
ploughed by many others. This is not, 
however, to say that this part of his 
work is any less worthy. It. ad- 
mirably disposes of the dreams of the 
theoreticians who think that there is 
some simple way of resolving con- 
flicts over revenue sources between 
the several states and between the 
states and the Federal Government. 

Mr. Maxwell is very good-humored 
about these frictions occasioned by 
federalism, which are alike irritating 
to the public, the administrator, the 
tax-gatherer and the taxpayer. He 
seems, however, to recognize that 
these frictions are the price we pay 
in this country for other considerable 
benefits received from the federal sys- 
tem, for instance: the availability of 
the state as a laboratory for social ex- 
periment and the usefulness of the 
state boundary as an insulator to keep 
the influence of a Huey Long or a 
Hague from spreading too far. But 
he feels that the time is ripe for es- 
tablishment of a new equilibrium be- 
tween the states and the central gov- 
ernment, not by piecemeal reforms, 
but by an overall reform. Here, one 
can say safely that he is too optimistic. 
It is not in the American tradition to 


‘effect reforms of this nature by any 


such overall approach, and even the 
far more modest program in this field 
of the Treasury Department Com- 
mittee on Intergovernmental Fiscal 
Relations seems to be beyond the 
realm of political possibility. 
—Harotp MANHEIM * 


* Member of the New York Bar; partner 
of Wachtell, Manheim & Grouf. 
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The Income Tax Convention with the 
United Kingdom 


JOHN H. ALEXANDER 


I T might be profitable to estimate the probable effect of the Income Tax 
Convention between the United States and the United Kingdom’ on 
international trade, or to consider the extent to which the Convention will 
succeed in its avowed purposes of “avoidance of double taxation and the 
prevention of fiscal evasion with respect to taxes on income.” There are, 
in fact, a number of approaches which might be taken in a study of the 
Convention but the present paper is concerned primarily with certain of 
the technical features of the Convention and how they will affect, and be 
affected by, the United States income tax law. 

History of the Convention. The Convention was signed in Washington 
on April 16, 1945. It was favorably reported to the Senate by the Com- 
mittee on Foreign Relations in July, 1945, but was recommitted to the 
Committee in February, 1946 for further hearings with respect to (a) 
certain objections as to the exclusion of public entertainers from the 
benefits granted personal service compensation and (b) the application to 
refugee aliens of the article exempting from United States tax capital 
gains received by United Kingdom residents. The Committee was satis- 
fied from an investigation by the Bureau of Internal Revenue that the 
refugee-alien taxation question was a relatively minor problem and that it 
should have no appreciable bearing upon action with respect to the Con- 
vention.* Representatives of the acting profession, however, convinced 
the Committee that the exclusion of public entertainers from the benefits 


Joun H. ALExANbER (Yale University, A.B., LL.B.) is a member of the New York 
and New Jersey Bars and a partner of Mudge, Stern, Williams & Tucker. He is a 
member of the Taxation Committee of the Association of the Bar of the City of New 
York and of the Committee on Federal Estate and Gift Taxes, Tax Section, American 
Bar Association. 

1 The Convention does not appear to have been endowed at birth with any recognized 
name. It is identified in the report of the Committee on Foreign Relations as “a convention 
between the United States of America and the United Kingdom of Great Britain and 
Northern Ireland, for the avoidance of double taxation and the prevention of fiscal evasion 
with respect to taxes on income, signed at Washington on April 16, 1945.” Sen. Exec. 
Rep. No. 4, 79th Cong., 2d Sess. (1946) 1. For the purposes of this paper, it will be 
referred to as the “Convention” and citations are to the Convention unless otherwise 
indicated. 

2 Sen. Exec. Rep. No. 4, 79th Cong., 2d Sess. (1946) 1. 

8 Jd. at 3. 
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of special treatment was discriminatory and unreasonable. The Conven- 
tion was reported favorably by the Committee on the understanding that 
a protocol to the Convention would be drafted to eliminate the discrimi- 
natory provision® and the Convention was approved by the Senate on 
June 1, 1946. The supplementary protocol was signed on June 6, 1946 
and was approved by the Senate on June 19, 1946. 

Application of the Convention. As respects United States tax, the 
Convention has effect for taxable years beginning on or after January 1, 
1945.° The Convention has effect as respects United Kingdom income 
tax, for the year of assessment beginning April 6, 1945 and subsequent 
years and as respects United Kingdom surtax, for the year of assessment 
beginning on April 6, 1944 and subsequent years." The Convention also 
contains special provisions for the settlement of unpaid United States 
income tax liability for prior years.* The provisions are somewhat com- 
plicated but an important feature of them is that they permit, generally, 
application of the Revenue Act of 1936 to years prior to 1936.° 

General Principles of the Convention. The Convention materially limits 
taxation based on source of income and, generally, adopts the principle of 
giving priority to the state of residence. The Convention does not inter- 
fere, however, with the United States doctrine of subjecting citizens to 
tax irrespective of residence. Reliance is placed on the use by both nations 
of the foreign tax credit to minimize still further the burden of double 
taxation which remains. The Convention resembles the several income 
tax conventions entered into by the United States with Canada, France 
and Sweden but it is more comprehensive than any of these treaties. 

The principal benefits accorded by the Convention with respect to 
United States tax are limited to residents of the United Kingdom.” 
“Resident of the United Kingdom” is defined to mean “any person (other 
than a citizen of the United States or a United States corporation) who 
is resident in the United Kingdom for the purposes of United Kingdom 
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As one witness put the case: “There was a time in England, and for that matter, in 
the early history of some of our States, when actors were officially noted on the statutes as 
‘rogues’ and ‘vagabonds.’ That time, we think, is no more.” Hearing before Subcommittee 
of the Committee on Foreign Relations on Exec. D and E, 79th Cong., 2d Sess. (1946) 84. 

5 Sen. Exec. Rep. No. 4, 79th Cong., 2d Sess. (1946) 2. 

6 Art. XXIII. 

7 Ibid. As respects United Kingdom excess profits tax and national defence contribu- 
tion, the Convention has effect for any chargeable accounting period beginning on or after 
April 1, 1945 and for the unexpired portion of any chargeable accounting period current 
at that date. 

8 Art. XVII. 

® Art. XVII(1). 

10 “United States tax” means the Federal income taxes, including surtaxes and excess 
profits taxes, and “United Kingdom tax” means the income tax (including surtax), the 
excess profits tax and the national defence contribution. Art. I. 
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tax and not resident in the United States for the purposes of United States 
tax.” ** If the business of a corporation is managed and controlled in 
the United Kingdom, the corporation is to be regarded as resident in the 
United Kingdom.** The principal United Kingdom tax benefits are 
granted to “residents of the United States.” The Convention provides 
that the term “ ‘resident of the United States’ means any individual who 
is resident in the United States for the purposes of United States tax and 
not resident in the United Kingdom for the purposes of United Kingdom 
tax, and any United States corporation and any partnership created or 
organizec: in or under the laws of the United States, being a corporation 
or partnership which is not resident in the United Kingdom for the pur- 
poses of United Kingdom tax.” ** The Convention does not purport to 
limit either nation in prescribing those factors of intention and physical 
association which are to be given weight in determining whether a par- 
ticular person is a “resident” for tax purposes. The Convention provides 
that in the application of its provisions by one of the contracting parties 
any term “not otherwise defined shall, unless the context otherwise re- 
quires, have the meaning which it has under the laws of that Contracting 
Party. . . .”** Except as expressly limited by the Convention, therefore, 
it would seem to be for each country to make its independent determina- 
tion of residence. It follows from this rule and from the definitions of 
“resident of the United Kingdom” and “resident of the United States” 
that a person whose residence is sufficiently ambiguous so that each 
country may establish under its laws that the taxpayer is resident therein, 
is, under the Convention, a “resident” of neither nation and is not entitled 
to any benefits which are based on residence. 

By excluding a United States citizen from the definition of a resident 
of the United Kingdom, the Convention permits both countries to tax a 
United States citizen resident in the United Kingdom, and such a person 
is largely dependent for relief from double taxation on operation of the 
foreign tax credit allowances. Furthermore, by defining a “resident of the 
United States,” in the case of an individual, as a person “who is resident 
in the United States for the purposes of United States tax” the Con- 
vention would appear to exclude from the benefits accorded residents of 
the United States all citizens of the United States who are not resident 
therein. Thus, a citizen of the United States residing in France apparently 


is not a “resident of the United States” entitled to favored treatment with 


11 Art. II(1) (g). 
12 [bid. 

18 Art. II(1) (h). 
14 Art. II(3). 
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respect to United Kingdom taxes. On the other hand, a citizen of France 
residing in the United States would qualify for favored treatment. 
Although the Convention is a closely integrated contract, its provisions 
may be divided into four general classifications: (1) provisions dealing 
with the treatment by one nation of enterprises of the other engaged in 
trade or business in the territory of the first;** (2) provisions granting 
favorable treatment to special classes of income received by residents of 
one country from sources in the other;** (3) articles covering certain 
items, or establishing certain rules, not necessarily dependent on residence 
of the recipient of the income; *’ and (4) provisions of a general nature.*® 
The articles falling under (1) and (2) will be reviewed in some detail but 
the consideration of those classified under (3) and (4) will be of a limited 


nature. 


THE CARRYING ON OF TRADE OR BUSINESS IN THE UNITED STATES BY 
UNITED KinGpoM ENTERPRISES 


General. “A United Kingdom enterprise shall not be subject to United 
States tax in respect of its industrial or commercial profits unless it is 
engaged in trade or business in the United States through a permanent 
establishment situated therein. If it is so engaged, United States tax may 
be imposed upon the entire income of such enterprise from sources within 


the United States.” * 
The question suggests itself as to whether a resident of the United 


15 Arts. III and IV. . 

18 Art. VI (dividends) ; Art. VII (interest); Art. VIII (royalties from patents and 
similar interests) ; Art. IX (royalties and rents received from mines and real estate and 
interests therein) ; Art. XI (compensation for personal service under limited conditions) ; 
Art. XII (pensions and annuities, other than certain governmental pensions) ; Art. XIV 
(capital gains). 

17 Art. V (profits from operating ships documented and aircraft registered under laws 
of the other country) ; Art. X (governmental salaries and pensions) ; Art. XIII (allow- 
ance of credit against income tax of each country of income tax of other); Art. XV 
(exemption, except in limited case, from United States tax of interest and dividends paid 
by a United Kingdom corporation) ; Art. XV1 (exemption of United Kingdom corpora- 
tions, controlled by United Kingdom residents, from United States surtax on accumulated 
profits) ; Art. XVII (disposition of United States tax liability of United Kingdom cor- 
porations and resident individuals for prior years) ; Art. XVIII (exemption of compen- 
sation of certain visiting teachers and professors who are “from the territory” of the other 
Contracting Party) ; Art. XIX (exemption of maintenance payments received by students 
and apprentices who are “from the territory” of the other Contracting Party). 

18 Art. I (identification of taxes covered by Convention); Art. II (definitions and 
restrictions on limitation of certain articles) ; Art. XX (exchange of information) ; Art. 
XXI (agreement that nationals of other country may not be subjected to more burdensome 
taxes than own nationals) ; Art. XXII (extension of application of Convention to colonies 
and territories) ; Art. XXIII (effective dates of Convention) ; Art. XXIV (termination 
provisions). 

19 Art, ITI(1). 
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Kingdom, whose “enterprise” is engaged in trade or business within the 
meaning of the quoted provision, will be taxed on the entire net income 
of the resident from sources within the United States. In the absence of 
the Convention this is the method of taxation employed by the United 
States with respect to nonresident aliens and foreign corporations en- 
gaged in trade or business in the United States.*° It will be noted that 
the Convention provision refers to a United Kingdom enterprise and 
permits United States tax upon the entire income of “such enterprise” 
from United States sources if it does business in the United States 
through a permanent establishment. The Convention does not say that 
the United States may impose tax on the entire income of such “resident” 
from United States sources. The term “United Kingdom enterprise” is 
defined to mean “an industrial or commercial enterprise or undertaking 
carried on by a resident of the United Kingdom.” * It would seem argu- 
able, then, that all that the clause intends is to permit taxation of only 
such income from United States sources as is attributable to the particular 
enterprise of the United Kingdom resident. 

The problem is simplified, however, if approached from a different 
angle. An examination of the Convention discloses that, with one possible 
exception not presently important, the Convention does not lay down 
general rules of taxation but provides special treatment in specially classi- 
fied instances.”* The principal types of income granted favorable treat- 
ment are dividends,” interest,** royalties from patents and related in- 
terests,”> royalties and rents from mines and real estate and interests 
therein,”* and capital gains.** The favorable treatment with respect to 
these items is granted to a resident of the United Kingdom “not engaged 
in trade or business in the United States.”” The Convention also provides 
that for the purposes of the articles relating to these items “a resident of 
the United Kingdom shall not be deemed to be engaged in trade or busi- 
ness in the United States in any taxable year unless such resident has a 


207.R.C. §211(b) (nonresident alien individual engaged in trade or business in the 
United States) ; I.R.C. §231(b) (foreign corporation engaged in trade or business in the 
United States). 

21 Art. II(1) (i). 

22 The possible exception is that of Article XXI(1) which provides that the “Nationals 
of one of the Contracting Parties shall not, while resident in the territory of the other 
Contracting Party, be subjected therein to other or more burdensome taxes than are the 
nationals of such other Contracting Party resident in its territory.” The word “taxes” for 
this purpose means “taxes of every kind or description, whether national, Federal, state, 
provincial or municipal.” Art. XXI(3). 

28 Art. VI. 

24 Art. VII. 

28 Art. VIII. 

26 Art. IX. 

27 Art. XIV. 
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permanent establishment situated therein in such taxable year.” ** The 
conclusion is irresistible, then, that if a resident of the United Kingdom 
is doing business in the United States through a permanent establishment, 
those items of income previously enumerated, whether or not connected 
with the “enterprise” of the United Kingdom resident, are not entitled to 
Convention benefits, and that such a United Kingdom resident is, gen- 
erally, taxable under the Internal Revenue Code on entire net income from 
United States sources.” 

The term “permanent establishment”’ is defined only to a limited extent. 
There is a brief affirmative definition and, in addition, certain elements 
are excluded. The Convention provides that “the term ‘permanent estab- 
lishment’ when used with respect to an enterprise of one of the Contract 
ing Parties means a branch, management, factory or other fixed place of 
business. . . .” *° On the negative side, none of the following is sufficient 
to constitute a permanent establishment: the presence of an agency, unless 
the agent has, and habitually exercises, a general authority to negotiate 
and conclude contracts for the principal, or has a stock of merchandise 
from which he regularly fills orders for the principal ; the carrying on of 
business dealings through a bona fide commission agent, broker or cus- 
todian acting in the ordinary course of his business as such; the main- 
tenance of a fixed place of business exclusively for the purchase of goods ; 
or the presence of a subsidiary corporation which is engaged in trade or 
business.** Substantially similar provisions are contained in the income 
tax conventions with Canada, France and Sweden.*? 

28 Art. I1(2). 

29T.R.C. §211(b) (with respect to individuals); I.R.C. §231(b) (with respect to 
corporations). There are certain items of income which are given special treatment under 
the Convention without reference to the question of whether the recipient is doing business 
in the United States. Article V completely exempts from United States tax profits which 
an individual (other than a United States citizen) resident in the United Kingdom or a 
United Kingdom corporation derives from operating ships documented or aircraft regis- 
tered under the laws of the United Kingdom. An individual resident in the United King- 
dom might receive a pension or life annuity derived from sources within the United States 
without liability for United States tax, irrespective of whether he had a permanent estab- 
lishment in the United States. Art. XII. The exceptions are not of general importance. 

80 Art. II(1)(1). The concept of “permanent establishment” is found in the income 
tax conventions with Canada, France and Sweden. Tax Convention and Protocol between 
the United States and Canada, proclaimed by the President of the United States on 
June 17, 1942, Art. I; Tax Convention between the United States and France, proclaimed 
by the President of the United States on January 5, 1945, Art. 3; Tax Convention and 
Protocol between the United States and Sweden, proclaimed by the President of the 
United States on December 12, 1939, Art. II. The concept is employed in draft conven- 
tions prepared under auspices of the League of Nations. For a discussion of the draft 
conventions and the development of international tax agreements, see Ke Chin Wang, 
International Double Taxation of Income: Relief Through International Agreement 
(1945) 59 Harv. L. Rev. 73. 

81 Art II(1) (1). 

82 Income Tax Convention between United States and Canada proclaimed on January 17, 
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As the Code, in dealing with nonresidents, employs the “engaging in 
trade or business” test instead of the “permanent establishment” concept, 
a question may arise as to the results which will follow if a United King- 
dom resident “engages in trade or business” in the United States but has 
no “permanent establishment” in the country. There are two sides to the 
problem ; first, can a United Kingdom resident impair its United States 
tax position by engaging in trade or business in this country without a 
permanent establishment, and, second, can a United Kingdom resident 
gain any tax advantages by so conducting its operations in the United 
States? As to the first point, even if the United Kingdom resident were 
engaged in trade or business in the United States he would not lose the 
advantageous treatment accorded industrial and commercial profits, divi- 
dends, interest, royalties, rents and capital gains, unless he had a perma- 
nent establishment in the United States. Certain other items receive 
favorable treatment without, reference to the question of a permanent 
establishment. After eliminating these classes of income, the principal 
remaining item is compensation for the performance of personal services 
in the United States. Performance of certain limited services in the 
United States is expressly excluded by the Code from the meaning of the 
phrase “engaged in trade or business in the United States” ** and the 
Convention also exempts compensation for certain services, even though 
the performance of them may constitute doing business under the Code.** 


1942, Protocol, 3(f) ; Income Tax Convention between United States and France, pro- 
claimed on January 5, 1945, Protocol, III(a); Income Tax Convention between United 
States and Sweden, Protocol, 1(a). There are minor variations. Generally, the regula- 
tions issued by the Commissioner of Internal Revenue in connection with the several 
conventions add little to the meaning of “permanent establishment.” T.D. 5206 (relating 
to the Convention with Canada) §7.22(a); T.D. 5499 (relating to the Convention with 
France) § 7.413(a) ; T.D. 4975 (relating to the Convention with Sweden) § 25.2(a). 

88 Other items are: profits from operation of ships and aircraft (Art. V); govern- 
mental salaries and pensions (Art. X) ; pensions and life annuities (Art. XII) ; dividends 
and interest paid by United Kingdom corporations received by certain recipients (Art. 
XV); remuneration for teaching in certain cases (Art. XVIII); and maintenance and 
training payments of students and apprentices (Art. XIX). 

84 The Code provides that “the phrase ‘engaged in trade or business within the United 
States’ includes the performance of personal services within the United States at any time 
within the taxable year, but does not include the performance of personal services for a 
nonresident alien individual, foreign partnership, or foreign corporation, not engaged in 
trade or business within the United States, by a nonresident alien individual temporarily 
present in the United States for a period or periods not exceeding a total of ninety days 
during the taxable year and whose compensation for such services does not exceed in the 
aggregate $3,000.” I.R.C. §211(b). 

85 The Convention exempts from United States tax income received by a United King- 
dom individual resident as compensation for personal services performed within the 
United States if (a) he is present within the United States for not exceeding 183 days 
during the taxable year, and (b) such services are performed for or on behalf of a person 
resident in the United Kingdom. Art. XI(1). 
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Even if the performance of particular services does constitute engaging 
in trade or business in the United States and the services are of such a 
character that the compensation is not exempt under the Convention, un- 
less the taxpayer has a “permanent establishment” in the United States 
it would seem, then, that there will be few types of income, other than 
the compensation, on which the taxpayer will be required to pay United 
States tax on a basis different than if he were not engaged in trade or 
business in the United States.** 

The question whether a United Kingdom resident can gain any tax 
advantages by doing business in the United States without having a 
permanent establishment therein presents different considerations. As- 
sume that a United Kingdom resident corporation with no “permanent 
establishment” in the United States, carries on activities sufficient to 
constitute doing business under the provisions of the Code. Assume also 
that the corporation has a portfolio of stocks of United States corpora- 
tions. Can it claim that its tax liability is to be determined under the 
Code as a foreign corporation doing business in the United States and that 
the Convention does not affect the situation? Such method of taxation 
may still be advantageous in an appropriate case. Through the operation 
of the credit for dividends received, the maximum tax on dividends, on a 
net income basis, is approximately six per cent as compared with the 
Convention rate of 15 per cent. There seems to be sound ground for a 
contention that this result might be achieved. With respect to the dividend 
rate of 15 per cent, the Convention provides that the rate in the appropriate 
case, “shall not exceed 15 per cent.” ** There is no provision to the effect 
that if the rate otherwise computed under United States tax law is less 
than the Convention rate, the latter shall nevertheless be applicable. 

The problem becomes more complex if the corporation should also have 
other income, such as capital gains, from United States sources. If the 
provisions of the Code be followed without reference to the Convention, 
the capital gains will be subject to tax and the resulting aggregate tax 
may substantially exceed the tax computed under the Convention. Can the 
Convention provision exempting from tax capital gains realized by a 


86 This point is touched upon in the Technical Memorandum of the Treasury Depart- 
ment on the Convention where it is stated with respect to an assumed case of a British 
subject performing personal services in the United States for a United States employer: 
“His earned income is subject to tax under sections 11 and 12 after allowance of the 
appropriate deductions and exemptions. For the purposes of such tax he is engaged in 
trade or business within the United States but is not so engaged for the purposes of the 
application of the rate of 15 per cent with respect to his dividends.” Sen. Exec. Rep. 
No. 4, 79th Cong., 2d Sess. (1946) 12, 15. Regulations issued under the Convention are in 
accordance with the Technical Memorandum on the point. T.D, 5532 § 7.501. 

37 Art. VI(1). 
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resident of the United Kingdom having no permanent establishment in 
the United States be invoked and at the same time tax be computed on a 
net income basis with respect to the dividend income? There seems to be 
nothing in the Convention to foreclose this possibility but whether it will 
be permitted remains to be seen.*® 

The Convention is so framed that it raises the question whether a 
corporation such as an investment company can have a “permanent estab- 
lishment” in the United States and, thus, for example, lose the exemption 
from tax on capital gains. The Convention provides that “the term 
‘permanent establishment’ when used with respect to an enterprise of one 
of the Contracting Parties means a branch, management, factory or other 
fixed place of business. . . .”** A United Kingdom enterprise is an 
“industrial or commercial enterprise or undertaking carried on by a resi- 
dent of the United Kingdom.” *° A clear line of demarcation is drawn 
between commercial and industrial profits and investment income and it is 
at least questionable whether an investment company, receiving all its 
income from investments, qualifies as an “enterprise” within the Con- 
vention. Even if it were held that an investment company may not 
qualify as an enterprise, a further point would remain. As the definition 
of a permanent establishment in the Convention is given only “when used 
with respect to an enterprise,” “* it might be argued that if the activities 
of a resident of the United Kingdom in the United States are not of an 
industrial or commercial character and, therefore, not an “enterprise,” 
the term “permanent establishment,” when used with respect to such a 
taxpayer, has some meaning undefined in the Convention. If this argu- 
ment were sustained, a United Kingdom investment company might have 
a permanent establishment in the United States even if it were not an 
“enterprise.” 

Allocation of Profits to Permanent Establishment. One specific rule 


88 As pointed out in note 36, supra, the Treasury Department interprets the Convention 
to require an individual performing personal services in the United States for a United 
States employer, for example, to compute his tax on earned income under sections 11 and 
12 of the Code but to permit him to compute his liability for tax on dividends at the 15 
per cent rate. Assume that a British professional man’s United States venture proves un- 
successful and instead of net income from earnings he has a net loss. If he has dividend 
income from United States sources, and the reasoning adopted in the text is sound, he 
should be entitled to include his dividend income in the computation under sections 11 and 
12 if the tax thus resulting is less than by applying the Convention rate of 15 per cent. 
The rub comes at the next step—if, for example, he also has interest from sources within 
the United States, must he lose his exemption on interest and add it to net income for 
purposes of the computation under sections 11 and 12? 

89 Art. II(1) (1). 

40 Art. II(1) (i). 

41 Art. II(1) (1). 
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enunciated with respect to allocation of profits is that a profit does not 
arise from the mere purchase of goods by an enterprise of one country 
in the territory of the other.‘? This rule is in accordance with existing 
United States law.** A general rule set forth in the Convention is that 
there shall be attributed to the permanent establishment in one of the 
countries maintained by an enterprise of the other, the industrial or com- 
mercial profits which the establishment might be expected to derive “if 
it were an independent enterprise engaged in the same or similar activities 
under the same or similar conditions and dealing at arm’s length with the 
enterprise of which it is a permanent establishment, and the profits so 
attributed shall, subject to the law of such other Contracting Party, be 
deemed to be income from sources within the territory of such other Con- 
tracting Party.” “* A substantially similar provision is contained in the 
convention with Canada.** In addition, the Convention provides that 
where an enterprise of either country, by reason of its participation in 
the management, control or capital of an enterprise of the other country, 
makes with or imposes on the latter, in their commercial or financial rela- 
tions, conditions different from those which would be made with an 
independent enterprise any profits which would but for those conditions 
have accrued to one of the enterprises but by reason of those conditions 
have not so accrued, may be included in the profits of that enterprise and 
taxed accordingly.*® 

These provisions adopt, or, at least, are in conformity with the prin- 





42 Art. ITI(4). 

48 “Gains, profits and income derived from the purchase of personal property within and 
its sale without the United States or from the purchase of personal property without and 
its sale within the United States, shall be treated as derived enirely from sources within 
the country in which sold... .” LR.C. §119(e). 

Similar provisions are contained in the treaties with Canada and Sweden. Income Tax 
Convention between United States and Canada, Art. I; Income Tax Convention between 
United States and Sweden, Art. II. The provisions in the treaty with France are of a 
more restricted nature. Income Tax Convention between United States and France pro- 
claimed on January 5, 1945, Art. 3. The State Department has recently released the text 
of a new convention between the United States and France supplementing and modifying 
the existing Convention. 474 CCH {[ 6060. The new Convention had not yet been ratified 
when this article was prepared. 

44 Art. III(3). 

45 Income Tax Convention between United States and Canada, Art. III, 1. The con- 
ventions with France and Sweden provide that “The competent authorities of the two 
contracting States may lay down rules by agreement for the apportionment of industrial 
and commercial profits.” Income Tax Convention between United States and France, 
Art. 3; Income Tax Convention between United States and Sweden, Art. II. 

46 Art. IV. Similar provisions are contained in the Canadian, French and Swedish 
treaties. Income Tax Convention between United States and Canada, Art. IV, 1; Income 
Tax Convention between United States and France, Art. 5; Income Tax Convention 
between United States and Sweden, Art. III. 
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ciples and rules established by Sections 45 and 119 of the Code and the 
regulations issued under these sections. Section 119 identifies the source 
of many items of gross income and provides for the allocation and appor- 
tionment of deductions. It provides that in the case of gross income 
derived from sources partly within and partly without the United States, 
deductions are allocated or ratably apportioned to such gross income, and 
the portion of the resulting net income “attributable to sources within the 
United States may be determined by processes or formulas of general 
apportionment prescribed by the Commissioner with the approval of the 
Secretary.” Income from the sale of personal property produced by the 
taxpayer within and sold without the United States or produced without 
and sold within the United States, is treated as derived partly from 
sources within and partly from sources without the United States and 
the regulations provide in detail as to the allocation of the resulting net 
income.** The regulations may not be followed completely in interpreting 
the Convention but they at least form an excellent starting point for 
the determination of the correct profits to allocate to the permanent 
establishment. 

If there has been an attempt to reduce taxes by the imposition by an 
enterprise of one country on the controlled enterprise of the other of 
“conditions different from those which would be made with an inde- 
pendent enterprise,” the principles of Section 45 may be invoked. The 
Treasury Department in the regulations issued under the Canadian, 
French and Swedish Conventions incorporates by reference the regula- 
tions issued under Section 45 “* and has promised to adopt corresponding 
regulations under the United Kingdom Convention.” It is interesting to 


47 Reg. 111, Sec. 29.119-12. 

48 T.D. 5206 (relating to the Canadian Convention) § 7.25; T.D. 5499 (relating to the 
French Convention) § 7.415; T.D. 4975 (relating to the Swedish Convention) § 25.4. 
Article IV of the Convention with Canada corresponds to Article IV of the Convention 
with the United Kingdom. §7.25 of T.D. 5206 provides in part: “The purpose is to 
place the controlled domestic enterprise on a tax parity with an uncontrolled domestic 
enterprise by determining, according to the standard of an uncontrolled enterprise, the 
true net income from the property and business of the controlled enterprise. The Con- 
vention contemplates that if the accounting records do not truly reflect the net income from 
the property and business of such domestic enterprise the Commissioner shall intervene 
and, by making such distributions, apportionments or allocations as he may deem neces- 
sary of gross income or deductions of any item or element affecting net income as between 
such domestic enterprise and the Canadian enterprise by which it is controlled or directed, 
determine the true net income of the domestic enterprise. The provisions of section 
19.45-1, Regulations 103 . . . shall, insofar as applicable, be followed in the determination 
of the net income of the domestic business.” The cited sections of the regulations dealing 
with the French and Swedish treaties are similar. 

49 Technical Memorandum of Treasury Department, Sen. Exec. Rep. No. 4, 79th Cong., 
2d Sess. (1946) 12, 15. 
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note that one of the earliest cases under Section 45 upheld the exercise by 
the Commissioner of his statutory power to reallocate income to defeat an 
attempted shifting of a profit from an American corporation to a related 
Canadian corporation.” 

Segregation of Permanent Establishment in Separate Corporation. A 
United Kingdom resident, individual or corporate, with a commercial or 
industrial enterprise maintaining a permanent establishment in the United 
States, and also deriving investment income, such as dividends or in- 
terest, from United States sources, has several choices. The United States 
enterprise and the investment in United States stocks and securities can 
be held in direct ownership by the United Kingdom resident; the United 
States commercial or industrial enterprise can be placed in a corporation, 
domestic or foreign, and the investments retained in the direct ownership 
of the United Kingdom resident ; the investments can be placed in a cor- 
poration, domestic or foreign, and the enterprise retained in the direct 
ownership of the United Kingdom resident; or the United States enter- 
prise can be placed in a separate corporation, domestic or foreign, and the 
United States investments can be placed in another corporation. Which of 
these procedures may be most advantageous from the aspect of United 
States tax may depend on a number of factors peculiar to each case. If 
all the income were received directly by the United Kingdom resident, 
the tax would be on net income from United States sources, at the cor- 
porate or individual rates, as the case may be. If the taxpayer were a 
corporation and the investment income consisted of dividends, the direct 
receipt of all income and the consequent allowance of the dividends re- 
ceived credit might result in as low United States tax as any method. 
On the other hand, if the investment income were in the form of interest, 
the exemption on interest would be lost and the United States tax might 
be materially greater than under another method. If the taxpayer were 
an individual, the loss of the Convention benefits as to investment income 
might result in very high United States taxes. 

In many instances the most advantageous procedure from the stand- 
point of United States taxes alone might be for the United Kingdom 
resident to operate the United States permanent establishment through a 
corporation and to hold the investments directly. A United States tax not 
exceeding 15 per cent would then be imposed on the dividends paid by 
this corporation, if a United States corporation, to the United Kingdom 
shareholder.®* If the shareholder were a corporation, the rate would be 





50 Asiatic Petroleum Co. v. Comm’r, 79 F. (2d) 234 (C.C.A. 2d, 1935), cert. denied 296 
U.S. 645 (1935); but cf. Essex Broadcasters, Inc., 2 T.C. 523 (1943). 

51 Art. VI(1). It is assumed, of course, that the United Kingdom resident is subject to 
United Kingdom tax on the dividends. Otherwise, under Article VI(1), the reduced rate 
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only five per cent unless the relationship of the two corporations were 
arranged or maintained “primarily with the intention of securing such 
reduced rate.” °* Under the circumstances assumed, the purpose of the 
organization and maintenance of the subsidiary would be the reduction 
of United States tax on income from investments not held by the sub- 
sidiary and the five per cent tax would be an additional United States tax 
on income from the particular property, the permanent establishment, 
held by the subsidiary. It would seem, therefore, that the five per cent 
rate should be applicable. 

However, the question of the advisability of using a United States 
corporation to handle the business of a permanent establishment of a 
United Kingdom enterprise involves many factors and both the United 
States tax and United Kingdom tax would have to be considered in the 
light of the circumstances existing in any case. One consideration from 
the standpoint of United Kingdom taxation would be whether the use of 
a United States corporation might give greater flexibility in determining 
the time when the profits of the United States business will be subjected 
to United Kingdom tax. As to the ultimate tax results to the United 
Kingdom resident, corporate or individual, however, it may make little 
difference whether a United States corporation is organized to handle the 
United States permanent establishment, provided, of course, that the in- 
come is to be finally distributed to the United Kingdom resident. The 
United Kingdom tax rates on individual and corporate income exceed 
those of the United States,°* and through the operation of the allowance 


would not be applicable. The same limitation is applicable to the exemption, or reduced 
rate, as the case may be, granted to United Kingdom residents with respect to interest 
(Art. VII), royalties from copyrights, patents and similar interests (Art. VIII) and 
real estate and mining rents and royalties (Art. IX). 

52 Art. VI(1). Two conditions to the reduction of rate are that the United Kingdom 
resident corporate shareholder own at least 95 per cent of the entire voting power in the 
corporation paying the dividend, and that not more than 25 per cent of the gross income of 
the paying corporation is derived from interest and dividends, other than interest and 
dividends received from its own subsidiary corporations. 

53 The so-called “standard rate” of taxation is now nine shillings in the pound (45 per 
cent). Finance (No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 §15. The rate is applicable to 
corporations and individuals. Corporations are also subject to the national defence con- 
tribution at the rate of one shilling in the pound (five per cent). Finance Act, 1937, 
1 Edw. 8 & 1 Geo. 6, c.54 §19. This tax is now known as the “profits tax.” Finance Act, 
1946, 9 & 10 Geo. 6, c.64 § 44. It is deducted from corporate profits in computing income 
tax at the standard rate. Finance Act, 1937, 1 Edw. 8 & 1 Geo. 6, c.54 §25(1). The 
excess profits tax in effect for the war years was discontinued at the end of 1946. Finance 
Act, 1946, 9 & 10 Geo. 6, c.64 § 36. The effective corporate tax is, therefore, approximately 
48 per cent. 

Individual surtax starts at £2,000 of income at two shillings in the pound (10 per cent) 
and increases to ten shillings sixpence in the pound (52.5 per cent) on income exceeding 
£20,000. Finance (No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 § 15. 
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of the United States tax as a credit against United Kingdom tax,™ the 
United States tax payable, directly or indirectly, by the United Kingdom 
resident should be largely, if not entirely, borne by the United Kingdom. 

If, in any case, a subsidiary corporation to operate the United States 
permanent establishment seems advisable, there would appear to be certain 
United States tax advantages, at least, in the use of a United Kingdom 
corporation, resident in the United Kingdom. Dividends, as well as in- 
terest paid by a United Kingdom corporation, are exempt from United 
States tax unless the recipient is a citizen or resident of the United States 
or a United States corporation. There can be no question of imposing 
the surtax under Section 102 of the Code for an improper accumulation 
of surplus if the shareholder of the corporation is a United Kingdom 
resident.°* One additional point should be noted. If a United Kingdom 
corporation operates the United States establishment, it will, of course, 
be liable for United States tax on net income from United States sources.*’ 
Neither under the Convention nor under the statutory law will the cor- 
poration be permitted a credit against United States income tax for any 
United Kingdom tax paid on the earnings. It was held in Welch v. St. 
Helens Petroleum Co.,° however, that the amount of any United King- 
dom tax attributable to income subject to the United States tax should 
be deducted from gross income in computing net income subject to 
United States tax. Furthermore, as the Convention contemplates that the 
United States tax payable will be allowable as a credit against United 
Kingdom tax on the same income,®° it should follow that a credit would 
be allowable to the United Kingdom corporation for the United States 
tax. It may well be that the United States taxes payable if a United 


54 Art. XIII(2). 

55 Art. XV. 

56“A United Kingdom corporation shall be exempt from United States tax on its 
accumulated or undistributed earnings, profits, income or surplus, if individuals who are 
residents of the United Kingdom control, directly or indirectly, throughout the last half 
of the taxable year, more than 50 per cent of the entire voting power in such corporation.” 
Art. XVI. 

It is not intended to indicate that § 102 will be applicable if a United States corporation 
is used. Some of the considerations involved in the application of this tax to domestic 
corporations owned by United Kingdom residents are discussed subsequently. 

57 Art, III(1), I.R.C. § 231(b). 

58 § 131 of the Code does not allow the credit to a foreign corporation and the Con- 
vention does not require the allowance. 

5978 F. (2d) 631 (C.C.A. 9th, 1935). 

60 In Article XIII, the United Kingdom government undertakes to allow “United States 
tax payable in respect of income from sources within the United States . . . as a credit 
against any United Kingdom tax payable in respect of that income.” The United Kingdom 
has enacted legislation carrying out the undertaking. Finance (No. 2) Act, 1945, 9 & 10 
Geo. 6, c.13, §51 and Seventh Schedule. This legislation rivals in its complexities § 131 of 
the Internal Revenue Code. 
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Kingdom corporation is used would be less in a particular case than if a 
United States corporation were used, and that, if the income is to be 
brought into the United Kingdom in any event, the aggregate United 
Kingdom taxes would be no more. 


TAXATION OF UniTED Kincpom Resipents Not Havinc PERMANENT 
EsTABLISHMENTS IN THE UNITED STATES 


Dividends. The maximum United States tax on dividends received 
fiom a United States corporation by a United Kingdom resident who is 
subject to United Kingdom tax on such dividends and is not engaged in 
trade or business in the United States through a permanent establishment 
therein is 15 per cent,” a rate which, as previously pointed out, may be 
reduced in certain parent-subsidiary cases to five per cent. The term “divi- 
dend” is not defined in the Convention and it follows that in determining 
liability to United States tax, the term should have the meaning assigned 
to it by United States tax laws.®* It would seem, then, that the definition 
contained in Section 115 of the Code would be applicable.** Whether a 
particular distribution is from “earnings or profits” and, therefore, a 
dividend, or is a capital distribution, taxable, in case the distribution ex- 
ceeds the basis of the stock, “as a gain from the sale or exchange of 
property,” may be of great importance. A resident of the United King- 
dom not engaged in trade or business in the United States through a 
permanent establishment therein is exempt from United States tax on 
“gains from the sale or exchange of capital assets.” ® It would seem clear, 
then, that any distribution made by a United States corporation to such a 
resident of the United Kingdom will be free from United States tax if the 
gain on the distribution is treated under United States law as a gain from 
the sale or exchange of capital assets.°* Conversely, if the transaction is 
in form a cancellation or redemption of stock but is treated under Section 
115(g) of the Code as a dividend, it should be so treated under the 
Convention. 


61 Art. VI. 

62 Art. II(3). 

63§115(a) of the Internal Revenue Code defines “dividend” for the purposes of 
Chapter 1 of the Code. In the absence of the Convention, the only provisions imposing 
taxes are those contained in Chapter 1, with the possible exception in certain cases of the 
personal holding company tax imposed by Subchapter A of Chapter 1 and terms used in 
Subchapter A have the same meaning as when used in Chapter 1. I.R.C. §507(a). 

64 T.R.C. §115(d). 

65 Art. XIV. 

66 In the absence of the Convention, profits from the sale in the United States of capital 
assets are not “fixed or determinable annual or periodical income.” Reg. 111, Sec. .29.143-2. 
Gain from a liquidating or capital distribution should be considered as of the same 
character. 

67 See DeNobili Cigar Co. v. Comm’r, 143 F. (2d) 436 (C.C.A. 2d, 1944). It should be 
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In the absence of a contrary Convention provision, the Code imposes on 
nonresident alien individuals and foreign corporations not engaged in 
trade or business in the United States a tax of 30 per cent on the 
amount received “from sources within the United States as . . . divi- 
dends. . . .” The reduction in rate to 15 per cent provided by the 
Convention is only with respect to dividends paid by United States cor- 
porations.® There is, of course, a complete exemption from United States 
tax for dividends paid by a United Kingdom corporation unless the re- 
cipient is a citizen or resident of the United States or a United States 
corporation,”® and the exemption applies even though the United Kingdom 
corporation derives its entire income from United States sources and its 
dividends constitute income from United States sources." There is no 
reduction in rate, and no exemption from tax, if a dividend is paid to a 
United Kingdom resident by a foreign corporation, other than a United 
Kingdom corporation. It would seem to follow that such a dividend is 
subject to United States tax at the rate of 30 per cent, if the dividend is 
income from United States sources. The Commissioner, in regulations 
issued under the Convention, has, nevertheless, apparently construed the 
Convention as not limiting the reduction in rate to dividends paid by 
United Kingdom corporations.” A failure to exempt the dividend from 
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noted that the United Kingdom is free, in its determination of liability of residents of the 
United States for United Kingdom tax, to apply an entirely different set of rules as to the 
meaning of “dividends” than that applied by the United States. If, for example, a distri- 
bution in cancéllation of stock fell within the scope of §115(g) of the Code it would not 
follow that the distribution would be a “dividend” under United Kingdom law. If the 
distribution were not a dividend under United Kingdom law and escaped United Kingdom 
tax in the hands of the United Kingdom recipient, the Convention reduction in United 
States tax rate would be inapplicable as there would be a failure to meet the condition 
that the dividend be subject to United Kingdom tax. 

68T.R.C. §211(a) (individuals), §231(a) (corporations). 

69 Art. VI(1). A United States corporation is “a corporation, association or other like 
entity created or organized in or under the laws of the United States.” Art. II(1)(d). 

70 Art. XV. 

™ Under § 119(a) (2) of the Internal Revenue Code, dividends from a foreign corpora- 
tion are income from United States sources “unless less than 50 per centum of the gross 
income of such foreign corporation for the three-year period ending with the close of its 
taxable year preceding the declaration of such dividends (or for such part of such period 
as the corporation has been in existence) was derived from sources within the United 
States as determined under the provisions of this section; but only.in an amount which 
bears the same ratio to such dividends as the gross income of the corporation for such 
period derived from sources within the United States bears to its gross income from all 
sources... .” 

72 The regulations provide: “Such rate [i.e. 30 per cent] in the case of dividends re- 
ceived in any taxable year beginning on or after January 1, 1945, from sources within the 
United States by (1) a nonresident alien (including a nonresident alien individual, 
fiduciary, and partnership) who is a resident of the United Kingdom or (2) a foreign 
corporation . . . which is managed and controlled in the United Kingdom, is reduced to 
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United States tax would be hard to justify as the foreign corporation 
from which the United Kingdom shareholders derives the dividend pre- 
sumably will have paid at least as heavy United States tax on the United 
States income from which the dividend is deemed to be paid as a United 
Kingdom corporation receiving the same income would have paid. A 
particularly peculiar result would follow if the foreign corporation were 
a Canadian corporation. Under the income tax convention with Canada, 
dividends paid by a Canadian corporation are exempt from United States 
tax if paid “to individual residents of Canada, other than citizens of the 
United States of America, or to corporations organized under the laws 
of Canada. .. .”™ If the dividend of a Canadian corporation received 
by a resident of the United Kingdom is from sources within the United 
States, the United States would seem entitled to exact its full 30 per cent 
tax."* On the other hand, as the exemption from United States tax on 
dividends paid by United Kingdom corporations extends to ai' recipients 
except citizens and residents of the United States and United States cor- 
porations,"® a Canadian shareholder of a United Kingdom corporation is 
exempt from United States tax on all dividends paid by the United King- 
dom corporation even though they constitute income from United States 
sources. 

Interest. Interest, on any form of indebtedness, “derived from sources 
within the United States by a resident of the United Kingdom who is 
subject to United Kingdom tax on such interest and not engaged in trade 
or business in the United States” through a permanent establishment 
therein is exempt from United States tax."* The exemption does not 
apply to interest paid by a United States corporation to a corporation resi- 
dent in the United Kingdom controlling, directly or indirectly, more than 
50 per cent of the entire voting power in the paying corporation.” 

It will be noted that, except in the parent-subsidiary case, the exemption 
is granted with respect to any interest “from sources within the United 


15 per cent under the provisions of Article VI of the Convention if such alien or 


corporation : 


(i) Is subject to United Kingdom tax on such dividends, and 
(ii) At no time during the taxable year in which such dividend was so received 
was engaged in trade or business within the United States.” T.D. 5532 § 7.501. 


78 Income Tax Convention between the United States and Canada, Art. XII. 

74 Indeed, if the United Kingdom resident is an individual and receives dividends from 
the Canadian corporation exceeding $15,400, there is nothing in the Convention or the 
law, notwithstanding the regulation quoted in note 72, to limit the provisions of § 211(c) 
requiring tax to be paid on the net income basis if the resulting tax exceeded the 30 
per cent tax. 

75 Art. XV. 

76 Art. VII(1). 

17 Ibid. 














312 TAX LAW REVIEW [Vol. 2: 


States.” It follows that the exemption applies to interest paid by any 
foreign corporation,"® whether or not a United Kingdom corporation, 
even though, if the corporation were not a United Kingdom corporation, 
dividends paid by it might be subject to full tax. The extension of the 
exemption to all interest seems sounder than the limitation employed in 
the article reducing the tax on dividends. 

The exception to the exemption from the tax in the case of parent- 
subsidiary would seem, at first blush, to render inadvisable the use of 
advances by United Kingdom corporations to United States subsidiaries. 
There may be cases, however, where the use of advances will be just as 
cheap as stock investments. The United States corporate tax rate is now, 
generally, 38 per cent “ and as interest paid may be deducted by the payor 
in computing net income subject to this tax and the interest when received 
by the United Kingdom parent will be subject to tax of only 30 per cent,® 
there may be a saving of eight per cent in tax. On the other hand, if an 
advance is used the United Kingdom parent corporation may not be able 
to postpone subjecting the interest thereon to United Kingdom tax, 
whereas greater flexibility might exist with respect to receiving dividends 
on a stock investment. The point may not be important if the earnings of 
the United States subsidiary would be distributed instead of accumulated 
as the United Kingdom tax rate exceeds the United States tax rate and 
the operation of the foreign tax credit may eliminate the United States 
taxes. 

Royalties from Mines and Rentals from Real Property. The Conven- 
tion provides for a maximum tax of 15 per cent on royalties in respect of 
the operation of mines or quarries or of other extraction of mineral re- 
sources and on rentals from real property or from an interest in such 
property, derived from sources within the United States by a resident of 
the United Kingdom who is subject to United Kingdom tax with respect 
to such royalties or rentals and is not engaged in trade or business in the 
United States." The United Kingdom resident is given the election, 
instead of paying the 15 per cent tax on such royalties and rentals, to 


78 Under § 119(a) (1) of the Code, interest paid by a resident alien individual, a resident 
foreign corporation or domestic corporation is income from sources within the United 
States unless it is shown to the satisfaction of the Commissioner “that less than 20 per 
centum of the gross income of such resident payor or domestic corporation has been 
derived from sources within the United States . . . for the three-year period ending with 
the close of the taxable year of such payor preceding the payment of such interest, or 
for such part of such period as may be applicable. . . .” 

79 .R.C. §§ 13(b), 15(b). 

80 ..R.C. §231(a). 

81 Art. IX(1). Under the Code “rentals or royalties from property located in the 
United States or from any interest in such property” are treated as income from sources 
within the United States. I.R.C. § 119(a) (4). 
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“elect for any taxable year to be subject to United States. fax as if such 
resident were engaged in trade or business in the United States.” 

If the election is exercised, the taxpayer, individual or corporate, will 
be permitted deductions and credits against gross royalties or rentals. It 
would seem that the net income from United States sources subject to 
tax under the appropriate provisions of law would be measured by all in- 
come from such sources even though the Convention would otherwise give 
favored treatment to the income received. The only doubt on the point 
arises from the qualification in the Convention that for the purpose of 
various articles a United Kingdom resident shall not be deemed to be 
engaged in trade or business in the United States unless he has a perma- 
nent establishment situated therein. It might be contended, therefore, 
that a United Kingdom resident who receives real estate rentals or royal- 
ties from United States sources but, in fact, has no permanent establish- 
ment in the United States does not lose Convention benefits with respect 
to dividends, interest, patent royalties and capital gains by electing the 
alternative tax. The contrary interpretation is that if a taxpayer elects 
to be taxed as if “engaged in trade or business in the United States” for 
the purpose of Article IX he must be deemed to be so engaged for the 
purpose of all Convention articles. 

The grant of the privilege of election may be subject to abuse. Even 
if it were held that a taxpayer electing under Article IX to be taxed as if 
engaged in trade or business in the United States is not required to in- 
clude in the net income computation other income, such as dividends, it 
would seem for reasons previously considered in another connection, that 
if, by including the dividends, the tax on them is reduced below the 15 
per cent rate, he would be permitted to include the dividends. If an in- 
vestment company with a large portfolio of stocks of United States cor- 
porations wished to be in a position to be taxed on the net income basis, 
so that the dividends received credit could be used, it might purchase a 
relatively small piece of rental property in the United States and the 
election to be taxed on the net income basis could be exercised in those 
years when the exercise was advantageous.* 

The time and manner of the exercise of the election are not specified in 
the Convention. In many cases, if not in most, the liability for United 
States tax of a United Kingdom resident not engaged in trade or business 
in the United States will be fully satisfied by withholding at source. In 
such cases, there will be no necessity to file United States income tax 


82 Whether there would be any theory on which the right to elect could be denied a 


taxpayer who bought property solely to acquire the right seems doubtful although the 
courts would no doubt endeavor to sustain an effort to invalidate the election in such a 


case. 
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returns and the question may be presented as to the date when the election 
must be made. Under the Code, deductions and credits are not allowable 
to nonresident alien individuals and foreign corporations unless returns 
are filed.** Although deductions have been allowed in the case of de- 
linquent returns, it may be that, for the purposes of the exercise of the 
election granted by the Convention, a failure to file a return at the time 
required for the filing of a return by a nonresident alien individual or 
foreign corporation engaged in trade or business in the United States will 
be deemed a waiver of the privilege. The matter, however, is one that 
probably will be covered by regulations. 

Royalties from Patents, Trade Marks and Similar Interests. The Con- 
vention exempts from United States tax royalties and other amounts paid 
as consideration for the use of, or for the privilege of using, copyrights, 
patents, designs, secret processes and formulae, trade marks, and other 
like property, and derived from sources within the United States by a 
resident of the United Kingdom who is subject to United Kingdom tax 
on such royalties or other amounts and is not engaged in trade or business 
in the United States.**° For the purposes of the exemption, the term 
“royalties” is deemed to include rentals in respect of motion picture films.** 

Frequently there is an interval between the time when a royalty from a 
patent, trade mark or similar royalty is earned and the time when it is paid. 
If such a royalty were earned in a taxable year beginning prior to January 
1, 1945 but was not paid to the United Kingdom resident until a taxable 
year beginning after that date, the question would arise as to whether the 
Convention exemption would apply. The regulations provide that “royal- 
ties and other like amounts received in any taxable year beginning on or 
after January 1, 1945 . . . are exempt from United States tax... .”™ 
Under this provision the exemption would apply if the receipt were in a 
taxable year beginning after January 1, 1945, irrespective of the taxable 
year in which the royalty was earned.* 

Compensation for Personal Services. The Convention exempts from 





83 ].R.C. §215 (individuals), § 233 (corporations). 

84 Ardbern Co., Ltd. v. Comm’r, 120 F. (2d) 424 (C.C.A. 4th, 1941) ; Anglo-American 
Direct Tea Trading Co., Ltd., 38 B.T.A. 711 (1938). If the Commissioner has exercised 
his authority to make and file returns for the taxpayer, it has been held that subsequent 
returns filed by the taxpayer are ineffective to secure the benefit of deductions. Georday 
Enterprises, Ltd. v. Comm’r, 126 F. (2d) 384 (C.C.A. 4th, 1942) ; Blenheim Co., Ltd. v. 
Comm’r, 125 F. (2d) 906 (C.C.A. 4th, 1942) ; cf. Taylor Securities, Inc., 40 B.T.A. 696 
(1939) ; but cf. Ardbern Co., Ltd. v. Comm’r, supra. 

85 Art. VIII(1). 

86 Art. VIII(3). 

87 T.D. 5532 § 7.503. 

88 There is, of course, the possibility that the doctrine of constructive receipt might be 


applied in an appropriate case. 
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United States tax compensation for personal services performed in the 
United States by an individual who is a United Kingdom resident if he 
is present in the United States for a period or periods not exceeding in 
the aggregate 183 days during the taxable year and such services are 
performed for or on behalf of a person resident in the United Kingdom.” 
If the services do not meet the requirements, the exemption does not 
apply and the taxpayer normally will be taxed under Section 211(b) of 
the Code, as a nonresident alien individual engaged in trade or business 
in the United States,®° entitled, however, to certain Convention benefits 
with respect to income other than the compensation.”* For example, a 
United Kingdom resident who performs personal services in the United 
States for a United States employer for any length of time will be taxed 
as a nonresident alien individual engaged in trade or business in the 
United States, but he will be entitled to the exemptions and limitations 
prescribed in the Convention with respect to interest, dividends, royalties, 
rentals, and capital gains, unless he maintains a “permanent establish- 
ment” within the United States. 

Other Income. Certain classes of income, in addition to those dis- 
cussed, derived from sources within the United States by United King- 
dom residents are exempt from United States income tax.°? There re- 
mains income derived from sources within the United States by a United 
Kingdom resident not engaged in trade or business in the United States 
which does not fall within a Convention provision. Liability to United 
States tax in respect of such income is determinable under the applicable 


89 Art. XI. 

90 §211(b) provides that “A nonresident alien individual engaged in trade or business 
in the United States shall be taxable without regard to the provisions of subsection (a). 
As used in this section, section 119, section 143, section 144, and section 231, the phrase 
‘engaged in trade or business within the United States’ includes the performance of 
personal services within the United States at any time within the taxable year... .” The 
section excludes certain limited personal services for nonresidents and foreign corporations, 
not engaged in trade or business within the United States. 

91 The taxpayer might, of course, fall within one of the other exempting provisions with 
respect to compensation received by certain governmental employees (Art. X) and visiting 
professors and teachers (Art. XVIII). 

92 As previously mentioned, a United Kingdom resident not engaged in trade or business 
in the United States is exempt from United States tax on gains from the sale or exchange 
of capital assets. Art. XIV. The United Kingdom does not generally tax capital gains. 
Technical Memorandum of Treasury Department, Sen. Exec. Rep. No. 4, 79th Cong., 
2d Sess. (1946) 12, 19. There was no basis, therefore, for limiting the exemption to gains 
of United Kingdom residents who are subject to tax on such gains. 

A pension, other than a pension described in Article X (relating to governmental 
salaries and pensions), and a life annuity, derived from sources within the United States 
by an individual who is a resident of the United Kingdom are exempt from United States 
tax. Art. XII(1). “The term ‘life annuity’ means a stated sum payable periodically at 
stated times, during life or during a specified or ascertainable period of time, under an 
obligation to make the payments in consideration of money paid.” Art. XII(3). 
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provisions of the Code. If the income is of a fixed or determinable annual 
or periodical character, tax liability will be incurred. Thus, dividends, 
interest, royalties and rentals derived by residents of the United Kingdom 
not engaged in trade or business in the United States but who, for some 
reason, are not subject to United Kingdom tax on such income will be 
taxed under the Code provisions imposing taxes on nonresident alien in- 
dividuals and foreign corporations not engaged in trade or business in the 
United States.** As a practical matter, however, it would seem that most 
income derived from United States sources by United Kingdom residents 
not engaged in trade or business in the United States will be exempt from 
United States tax or subject to United States tax at Convention rates. 





Section 102 AND THE PERSONAL HoLpING COMPANY AND FOREIGN 
PERSONAL HoLpING COMPANY PROVISIONS 


Section 102. As the tax is imposed on every corporation (except a 
personal holding company or a foreign personal holding company ™) 
however created or organized, if it is formed or availed of for the purpose 
of preventing the imposition of the surtax upon shareholders through the 
accumulation of earnings or profits, its scope is broad enough to encom- 
pass resident and nonresident foreign corporations. Two provisions in 
the Convention limit the application of Section 102 to United Kingdom 
corporations. A United Kingdom corporation is expressly exempted 
from United States tax on accumulated or undistributed earnings, profits, 
income or surplus “if individuals who are residents of the United King- 
dom control, directly or indirectly, throughout the last half of the taxable 
year, more than 50 per cent of the entire voting power in such corpora- 
tion.” °° The second limitation derives from the exemption from United 
States tax of all dividends paid by a United Kingdom corporation except 
where the recipient is a citizen or resident of the United States or a United 
States corporation.” If, therefore, a United Kingdom corporation has 
no United States shareholder, any dividend distribution will beexempt from 
United States tax even though the dividend is from sources within the 
United States and is received by a nonresident alien individual residing, 


93 The tax would normally be at the 30 per cent rate. I.R.C. §211(a) (individuals) ; 
I.R.C. §231(a) (corporations). If the recipient were an individual, however, and the 
income exceeded $15,400 for the taxable year, the taxpayer might be subject to taxation 
at the normal tax and surtax rates. I.R.C. §211(c). For the treatment of non-exempt 
compensation for personal services performed in the United States by United Kingdom 
residents, see the discussion in the text under the heading Compensation for Personal 
Services. 

94T.R.C. § 102(a). 

95 Art. XVI. 

96 Art. XV. 
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for example, in Switzerland. As to such a corporation, Section 102 is 
meaningless. If the shareholders would not be subject to United States 
tax on the dividends, the reason for Section 102 is absent and it is not 
to be anticipated that the section will be invoked with respect to a United 
Kingdom corporation which has no shareholders who are United States 
citizens, residents or corporations. Indeed, in any case where control of 
the corporation, and therefore its dividend paying policy, is in the hands 
of persons who are not United States citizens, residents or corporations, 
it would seem that grounds for the application of Section 102 will 
normally be lacking. 

There is left for consideration a United Kingdom corporation prin- 
cipally owned by United States residents, citizens, or corporations, formed 
or availed of for the purpose of avoiding the surtax. The personal holding 
company and foreign personal holding company laws would be applicable 
to most investment companies used by Americans to avoid the surtax and 
in such cases Section 102 would not be involved. It is rather unlikely that 
a United Kingdom business corporation would be formed or availed of 
by United States residents, citizens or corporations to avoid United States 
surtaxes on shareholders. One limiting factor is that the Section 102 tax 
would be restricted to United States income.” Furthermore, a corpora- 
tion subject to high United Kingdom tax rates is hardly an attractive 
vehicle for Americans motivated by a desire to avoid surtaxes. If, how- 
ever, a United Kingdom corporation is formed or availed of to avoid 
surtax, the Convention presents no obstacles to the enforcement of 
Section 102. 

Personal and Foreign Personal Holding Companies. The basic dif- 
ference in treatment accorded personal holding companies and foreign 
personal holding companies by the Code results in different Convention 
treatment. The application of the surtax imposed by the United States 
on a United Kingdom corporation which is a personal holding company is 
sharply restricted by the Convention, but the foreign personal holding 
company provisions, which are directed only at United States share- 
holders, remain unaffected. In approaching the problem, one promptly 
encounters the somewhat fantastic concept that if a foreign corporation 
meets the gross income provisions of both the foreign personal holding 
company law and the personal holding company law and the shareholders 
are few enough in number to meet the number of shareholders require- 
ment of either law, the corporation is a foreign personal holding com- 


97 The § 102 tax is imposed on “undistributed section 102 net income,” which uses “net 
income” as the starting point. I.R.C. § 102. In the case of a foreign corporation, gross 
income, from which deductions are taken in computing net income, means only gross 
income from United States sources. I.R.C., § 231(c). 
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pany if the majority ownership can be attributed to United States share- 
holders but it is a personal holding company if majority ownership must 
be attributed to foreign shareholders. The strongest hope of retaining 
such sanity as a tax practitioner normally enjoys is to rely on the rule that 
the first test to be applied to a foreign corporation is the test laid down 
in the foreign personal holding company law; only if the corporation fails 
that test is it necessary to consider the personal holding company test.”* 

The exemption in the Convention of United Kingdom corporations 
from United States tax on accumulated or undistributed earnings or in- 
come is directed only at tax on corporations and has no reference to tax 
on the shareholders. If, then, an examination of the facts discloses that 
the corporation is a foreign personal holding company, there is no need 
to consider the Convention.® If, however, the corporation does not meet 
the foreign personal holding company test but does fall within the pro- 
visions of the personal holding company law, the effect of the Convention 
must be considered with care. As the surtax imposed under the personal 
holding company law is a tax on “accumulated or undistributed earnings, 
profits, income or surplus” *°° it is apparent that the tax is not imposed on 
a United Kingdom corporation “if individuals who are residents of the 
United Kingdom control, directly or indirectly, throughout the last half 
of the taxable year, more than 50 per cent of the entire voting power in 
such corporation.” 
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98 The statements made in the text are founded on the statutory definitions. A foreign 
personal holding company is any foreign corporation (other than an exempt corporation) 
if (a) at least 60 per cent (or, in certain cases, 50 percent) of its gross income is “foreign 
personal holding company income,” and (b) at any time during the taxable year more 
than 50 per cent in value of its outstanding stock is owned, directly or indirectly, by or 
for not more than five individuals who are citizens or residents of the United States, 
called “United States group.” I.R.C. §331. For the purpose of determining stock 
ownership, certain rules are set forth whereby ownership of stock by corporations, partner- 
ships, trusts, estates and members of the family within designated degrees of relationship, 
is attributed to the minimum number of individuals who are citizens or residents of the 
United States. I.R.C. § 333. If, therefore, the United States group requirement is met 
and the other provisions are applicable, the corporation is a foreign personal holding 
company. On the other hand, the personal holding company law excludes from classifi- 
cation as a personal holding company any foreign personal holding company. I.R.C. 
§ 501(b) (5). 

99 A foreign personal holding company is not treated any differently for the purposes of 
United States taxation than other foreign corporations so that a foreign personal holding 
company which is a resident of the United Kingdom will receive the same benefits with 
respect to United States tax on dividends, interest and other items of income that any 
other United Kingdom resident receives. 

100 The personal holding company surtax is imposed on “undistributed subchapter A net 
income.” I.R.C. §500. This term is defined in such a manner as to allow a deduction 
for dividends paid. I.R.C. §504(a). The regulations issued under the income tax con- 
vention with Canada treat the tax imposed by § 500 as a tax with respect to “accumulated 
or undistributed earnings, profits, income or surplus” for the purposes of that convention. 
T.D. 5206 § 7.33. 
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The Convention gives no clue as to how the determination of indirect 
control is to be made but there is an administrative precedent in the regula- 
tions issued under the Convention with Canada. These regulations provide 
that the tests used in determining ownership of stock for personal holding 
company purposes are applicable in determining ownership for the pur- 
poses of the convention with Canada.’ It is probable that similar regu- 
lations will be issued under the Convention with the United Kingdom. 
The rules for determining stock ownership of corporations under the 
personal holding company law are applied in such a manner as to attribute 
the greatest number of shares to the fewest number of individuals. Apply- 
ing this approach to the Convention provision will result in attributing to 
residents of the United Kingdom all shares of a United Kingdom cor- 
poration owned by persons bearing the degree of relationship to such 
residents designated in the personal holding company law. Expressed in 
another way, the rules of the personal holding company law with respect 
to attributing ownership of persons bearing certain relationships should 
be applied under the Convention in such a way as to enlarge the class of 
exempt corporations.’ 

In most cases, the application of the personal holding company relation- 
ship tests will benefit United Kingdom corporations. There may be some 
cases, however, where the adoption of some other construction of indirect 
control might be more beneficial. Whether the taxpayer will be exempted 
from tax if it shows, for example, that actual control was in individuals 
who are residents of the United Kingdom even though constructive con- 
trol under personal holding company provisions was not, remains for 
future development. The virtue in adopting the personal holding company 
rules is that, while complex, they offer definiteness. On the other hand, 
they are so definite that it may be questioned whether they can be regarded 
as correct constructions of the indefinite language of the Convention. 

From the preceding discussion, it might be assumed that a United 
Kingdom corporation could not be subject to personal holding company 
surtax if, broadly speaking, it were controlled (a) by United Kingdom 
residents, or (b) by United States shareholders. The latter conclusion 
would be based on the assumption that the corporation would, in that 
event, probably be a foreign personal holding company. The assumption 
might be completely erroneous, however. Although the constructive 


101 The regulations state: “In determining the ownership of the voting stock of the 
Canadian corporation, the provisions of section 19.503(a)-1 to 19.503(a)-7, inclusive, and 
section 19.503(b)-1, Regulations 103, shall, in so far as not inconsistent with the Con- 
vention, be applicable in the administration of the provisions of the Convention.” T.D. 
5206 § 7.33. 

102 It is interesting to note that rules which were developed to enlarge the class of cor- 
porations subject to personal holding company tax may be employed to restrict the group. 
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ownership provisions are the same for personal holding company and 
foreign personal holding company purposes and personal holding company 
income includes the same items of income as foreign personal holding 
company income, the methods of computing “gross income” under the 
two laws are quite different. “Gross income” for foreign personal hold- 
ing company purposes includes income from foreign as well as domestic 
sources,*°* but for personal holding company purposes gross income in- 
cludes only gross income from sources within the United States.** As 
a corollary, a closely held foreign business corporation may be a personal 
holding company if its income from United States sources is personal 
holding company income although the principal income is derived from 
foreign sources and is of a non-personal holding company nature.** It 
follows that even if a United Kingdom corporation of this type were 
controlled by United States citizens, residents or corporations, it would 
not be a foreign personal holding company but would qualify as a per- 
sonal holding company and the Convention provisions would not exempt 
it from the personal holding company surtax.** The same result would 
follow in any case where a United Kingdom corporation is a personal 
holding company but control of 50 per cent of the voting power is not 
attributable to residents of the United Kingdom. 

If a United Kingdom corporation is a personal holding company which 
is not exempted by the Convention, the question may arise as to whether, 
in determining the amount of its undistributed subchapter A net income 
subject to tax, it will be allowed to deduct dividends paid to shareholders 
other than United States citizens, residents and corporations. The ques- 
tion arises because of the limitation in the law that credit is not allowed 
for any part of a distribution which is not a taxable dividend “in the 


103 The statutory provision is that “the term ‘gross income’ means gross income com- 
puted (without regard to the provisions of Supplement I) as if the foreign corporation 
were a domestic corporation.” I.R.C. § 334. Supplement I provides for the taxation of 
foreign corporations generally and includes § 231, which deals with ordinary income taxa- 
tion of foreign corporations and limits “gross income” for the purposes of such taxation 
to income from sources within the United States. See note 104, infra. 

104 § 231(c) of the Code provides that in the case of a foreign corporation “gross in- 
come” includes only income from sources within the United States. Although the section 
is contained in Chapter 1 of Title 1 of the Code and the tax imposed by § 500 is a part of 
Subchapter A of Chapter 2 of Title 1, §507(a) provides that the terms used in Sub- 
chapter A have the same meanings as when used in Chapter 1. Under the similar pro- 
visions of the Revenue Act of 1934, it was held that for the purpose of the personal holding 
company law the gross income of a foreign corporation was only its gross income from 
sources within the United States. Porto Rico Coal Co. v. Comm’r, 126 F. (2d) 212 
(C.C.A. 2d, 1942), aff’g 44 B.T.A. 221 (1941). This is in accordance with the Treasury 
Department interpretation. Reg. 111, Sec. 29.500-1. 

105 Porto Rico Coal Co. v. Comm’r, supra, note 104. 

106 The taxpayer in Porto Rico Coal Co. v. Comm’r, cited supra note 104, was owned 
by United States interests. 
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hands of such of the shareholders as are subject to taxation” °" and the 
provision in the Convention that dividends paid by a United Kingdom 
corporation are exempt from United States tax except where the recipient 
is a citizen or a resident of the United States or a United States corpora- 
tion. It has been suggested that if a foreign corporation’s distribution to 
shareholders who are subject to tax only on income from sources within 
the United States is not from such sources the credit is not allowable. 
This conclusion is based on the view that the phrase “in the hands of such 
of the shareholders as are subject to taxation” was primarily intended to 
allow the deduction of distributions made to organizations exempt from 
tax under Section 101 of the Code.** A contrary view is that the limi- 
tation is directed at the nature of the dividend and if it is potentially 
taxable the credit is allowable even though the shareholders are not re- 
quired to pay tax thereon because of some provision excluding them from 
tax liability.*°° If the first view is adopted, it would seem that a dividend 
paid by a United Kingdom corporation to a shareholder who is not a 
citizen or resident of the United States or a United States corporation 
will not result in a dividends paid credit. The point is a close one but the 
denial of the credit is unjust and inconsistent with the spirit of the Con- 
vention and it would seem that an interpretation allowing the credit does 
not strain the statute too far. 


THE ForEIGN TAX CREDIT 


Article XIII of the Convention, enlarging the credit allowable against 
United States tax for United Kingdom tax and adopting the principle of 
allowing United States tax against United Kingdom tax, is perhaps, the 
most important provision of the Convention. It represents a substantial 
advance in avoiding double taxation. 

Allowance of United Kingdom Tax as Credit Against United States 
Tax. (a) General. The first sentence of Article XIII provides that “Sub- 
ject to section 131 of the United States Internal Revenue Code as in effect 
on the first day of January, 1945, United Kingdom tax shall be allowed as 
a credit against United States tax.” Prior to the Convention, United 
Kingdom tax was, of course, allowed as a credit to citizens and domestic 


107 [.R.C. §27(i). In computing undistributed subchapter A net income, a deduction 
is allowed for the dividends paid credit provided in §27(a), subject to certain adjust- 
ments. I.R.C. §504(a). §27(a) allows the “basic surtax credit” provided in §27(b). 
Included in the basic surtax credit are dividends paid during the year, subject to certain 
limitations, including the limitations stated in the text. 

108 Rudick, Reply (1946) 1 Tax L. Rev. 448. 

109 Singer, Dissent—A Comment on Rudick, Personal Holding Companies Owned by 
Nonresident Aliens (1946) 1 Tax L. Rev. 218; (1946) 1 Tax L. Rev. 440. 
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corporations under the broad provisions of Section 131. A British subject 
residing in the United States, however, was allowed no credit for foreign 
taxes as it was held that the United Kingdom did not allow United States 
citizens residing in the United Kingdom a credit for foreign taxes so 
that the requirements of the similar credit clause in Section 131(a) (3) 
were not met."*® In view of the adoption by the United Kingdom of the 
principle of allowing credit for United States tax, it would seem that the 
similar credit requirements will be met. 

(b) Allowance to Shareholder of Credit for United Kingdom Corpora- 
tion Tax. Article XIII(1) provides that for the purpose of the credit 
allowed for the United Kingdom tax, “the recipient of a dividend paid 
by a corporation which is a resident of the United Kingdom shall be 
deemed to have paid the United Kingdom income tax appropriate to such 
dividend if such recipient elects to include in his gross income for the 
purposes of United States tax the amount of such United Kingdom in- 
come tax.” In the language of the Treasury Department ** this provision 
“in effect revokes the principle of Biddle v. Commissioner” *” that the 
United Kingdom tax of a corporation is a tax on the income of the cor- 
poration and, for the purposes of Section 131, is not permitted as a credit 
against United States tax of a United States shareholder. 

As the allowance to the United States shareholder of a credit against 
United States tax for the United Kingdom tax paid by the corporation is 
an important feature of the Convention it may be helpful to review briefly 
the United Kingdom theory of deduction by the corporation of tax at the 
standard rate from dividends paid to shareholders. Corporations, as well 
as individuals, are subject to tax at the standard rate.“* In computing 
profits subject to income tax the company is not allowed to deduct a 
dividend to shareholders, but in paying the dividend, the company is 
entitled to deduct the tax “appropriate thereto.” “* The amount “ap- 
propriate” is tax at the “standard rate for the year in which the amount 
payable becomes due.” *** At the time of payment of each dividend the 
company is required to advise the shareholder of the gross amount of the 
dividend, the rate and amount of income tax “appropriate” to the gross 


110 ].T. 2860 (1935), XIV-1 Cum. Butt. 115. This ruling was issued with respect to 
the Revenue Act of 1934. 

111 Technical Memorandum of the Treasury Department, Sen. Exec. Rep. No. 4, 79th 
Cong., 2d Sess. (1946) 12, 18. 

112 302 U.S. 573 (1938). 

1138 “Every body of persons shall be chargeable to tax in like manner as any person. 
...” Income Tax Act, 1918, 8 & 9 Geo. 5, c.40, Gen. Rule 1. “ ‘Body of persons’ means 
any ... company ... whether corporate or not corporate.” Jd. at § 237. 

114 Income Tax Act, 1918, 8 & 9 Geo. 5, c.40, Gen. Rule 20. 

115 Finance Act, 1927, 17 & 18 Geo. 5, c.10 § 39(1). 
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amount of dividend, and the net amount actually paid.™* For purposes 
of United Kingdom law, the shareholder is then deemed to have received 
the gross amount of dividend and must include it in his total income.*** 
If the shareholder’s total income is less than £2,000, at which point he be- 
comes liable to surtax,*** his tax, because of allowances, may be less than 
the tax deemed to have been paid on the dividend received by him, and 
he is accordingly entitled to a repayment of tax.’ 

This is, obviously, a complicated concept and the allowance of a credit 
against United States tax for “the United Kingdom tax appropriate to 
the dividend” will doubtless lead to troublesome questions. At least one 
problem has already arisen. Although the United Kingdom has not here- 
tofore generally allowed residents credit against United Kingdom tax for 
foreign taxes, limited credit has been allowable for some time with respect 
to taxes paid to Dominions.**® It has been necessary, therefore, to in- 
tegrate this credit with the system of deducting the tax at standard rate 
from dividends. Assume, for example, that a United Kingdom company 
has income from a Dominion which bears Dominion tax at the rate of, 
say, 20 per cent and that the income is subject also to the United Kingdom 
tax at the standard rate of 45 per cent. Assuming the application of the 
credit provisions, there would be a credit against the United Kingdom tax 
for the Dominion tax, so that the net United Kingdom tax would be 25 
per cent. The question arises, for the purposes of the United Kingdom 
tax, whether the company in paying a dividend is deemed to deduct tax 
at the full standard rate of 45 per cent or only at the net rate of 25 per cent. 
The method of treatment adopted in the Finance (No. 2) Act of 1945, is 
to consider, generally, that the full standard rate is deducted.** Previ- 

116 Finance Act, 1924, 14 & 15 Geo. 5, c.21 § 33. It is further provided that if a dividend 
from which deduction of tax is authorized by General Rule 20 is paid without deduction of 
tax, the amount received in respect thereof “shall .. . be deemed to be a net amount 
received in respect of a dividend from the gross amount of which such deduction as is 
authorised by the said Rule 20 has been made” and information based on such treatment 
is required to be given. Finance Act, 1940, 3 & 4 Geo. 6, c.29 § 20. 

117 Finance Act, 1927, 17 & 18 Geo. 5, c.10 § 39(2). A dividend is not to be included in 
total income, however, so far as it represents “a distribution of capital receipts.” Konstam, 
Law of Income Tax (9th Ed. 1943) 272. 

118 Finance (No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 § 15. 

119 For a discussion of the subject see Konstam, of. cit. supra note 117, Chap. XIII. 

120 Finance Act, 1920, 10 & 11 Geo. 5, c.18 §27. The problem discussed in the text 
would also seem to arise with respect to any other foreign tax credit allowed by United 
Kingdom law, such as credit for United States tax permitted in accordance with the Con- 
vention and the supplementary statutes. For the supplementary statutes, see Finance 
(No. 2) Act, 1945, 9 & 10 Geo. 6, c.13, §51 and Seventh Schedule. 

121 Finance (No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 §52(2). This section provides in 
part that “the amount of tax which is authorised by Rule 20 of the General Rules to be 
deducted from any such dividend shall be determined without taking into account any 
reduction by reason of double taxation relief, of the United ren ¢ income tax payable 
directly or by deduction of the company. 
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ously, only the net United Kingdom tax, i.e. tax at the standard rate 
reduced by the credit, was deducted from the dividend.’ Even under the 
present law “no relief or repayment in respect of the tax deducted or 
authorised to be deducted from any such dividend shall be allowed at 
the rate exceeding the rate (hereinafter referred to as ‘the net United 
Kingdom rate’) of the United Kingdom income tax payable directly or 
by deduction by the company after taking double taxation relief into 
account.” *** Furthermore, in furnishing information the company must, 
in addition to stating the information otherwise required, “include par- 
ticulars of the net United Kingdom tax.” *** 

If the recipient of the dividend is a resident of the United States who 
elects to claim credit against United States tax of the United Kingdom 
tax “appropriate to such dividend” should he include in his gross income 
the United Kingdom tax at the standard rate and claim credit based on 
this tax or should he include in gross income the “net United Kingdom 
tax” and take credit accordingly? If the answer is that tax at the standard 
rate is includible in gross income, a taxpayer subject to United States tax 
in the higher brackets will normally benefit as he will probably be able to 
take full credit for tax at the standard rate. In other cases, where the 
limitations of Section 131 would not permit credit for United Kingdom 
tax at this rate, the tax benefit might be greater if the answer is that only 
the net United Kingdom tax is includible in gross income. One factor in 
determining the answer is that at the time the Convention was negotiated 
and signed, the United Kingdom rule was, in effect, to limit the rate at 
which tax might be deducted from dividends to the net United Kingdom 
tax. It is probable that the Treasury Department will consider that the 
“United Kingdom tax appropriate” to the dividend is the net United 
Kingdom tax and not full tax at the standard rate. 

The terms of the Convention appear to give the United States resident 
who is the recipient of a dividend paid by a corporation which is a resi- 
dent of the United Kingdom the opportunity, in effect, of avoiding the 
usual United States rule that a taxpayer cannot deduct one foreign in- 
come tax and take another foreign income tax as a credit.*** Under the 
Convention, the United Kingdom tax “appropriate to the dividend” is 
deemed to be paid by the recipient of the dividend only if he elects to in- 
clude the amount of the tax in his gross income. It would seem that if 
he fails to make such election the rule of Biddle v. Commissioner would 


122 Finance Act, 1920, 10 & 11 Geo. 5, c.18 §27(5) prior to modification by Finance 
(No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 § 52(2). 

128 Finance (No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 §52(2) (a). 

124 Jd. at §52(2) (b). 

125 T.R.C. § 23(c) (1) (C). 
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apply, and the taxpayer would include in gross income, and be taxed on, 
only the net amount of the dividend. In this case, there would be no 
prohibition against the taxpayer electing to claim other foreign income 
taxes as credits against United States income tax. Of course, under the 
restrictions of Section 131 the taxpayer could not include the amount of 
tax appropriate to the dividend in gross income, claim the credit with 
respect to this tax and deduct some other foreign income tax. 

It has been pointed out by the Treasury Department that, as a result of 
the provisions, “in unusual instances a deduction may be allowed a British 
corporation for British tax while a credit will be allowed the United States 
shareholder of such corporation for portion of the same tax.” *** The 
point no doubt is based on the rule of Welch v. St. Helens Petroleum Co.*" 
that a United Kingdom corporation subject to United States tax may 
deduct the United Kingdom tax attributable to the income from United 
States sources. The Treasury Department points out that the credit is 
largely neutralized by reason of the inclusion in gross income of the amount 
of the United Kingdom tax and indicates that the situation may not be as 
unfavorable to the revenue as the operation in some cases of the provisions 
of Section 131(f) of the Code.*** These provisions allow a credit to the 
domestic parent corporation for its foreign subsidiary’s foreign tax but 
do not require the inclusion of the foreign tax in the parent’s gross income. 
In such case if the foreign subsidiary is doing business in the United 
States, it also gets a deduction for a proportionate part of such foreign 
subsidiary’s foreign tax. 

Allowance of United States Tax as Credit Against United Kingdom 
Tax. Article XIII(2) provides that, subject to provisions to be enacted 
by the United Kingdom, “United States tax payable in respect of income 
from sources within the United States shall be allowed as a credit against 
any United Kingdom tax payable in respect of that income.” ** There 
then follows a provision that if the income is an ordinary dividend paid 
by a United States corporation, the credit will take into account the United 
States income tax imposed on such corporation in respect of its profits.**° 

126 Technical Memorandum of the Treasury Department, Sen. Exec. Rep. No. 4, 79th 
Cong., 2d Sess. (1946) 12, 18. 

12778 F. (2d) 631 (C.C.A. 9th, 1935). 

128 Technical Memorandum of the Treasury Department, Sen. Exec. Rep. No. 4, 79th 
Cong., 2d Sess. (1946) 12, 18. 

129 It is agreed that the United Kingdom will not enact any provisions which shall affect 
the general principle of the allowance. Art. XIII(2). For the United Kingdom tax credit 
provisions, see Finance (No. 2) Act, 1945, 9 & 10 Geo. 6, c.13 § 51 and Seventh Schedule. 

180 [t is provided that the credit for this tax will be in addition to any United States 
income tax deducted from or imposed on the dividend. If the dividend is paid on par- 
ticipating preference shares and represents “both a dividend at the fixed rate to which the 


shares are entitled and an additional participation in profits, such tax on profits shall like- 
wise be taken into account in so far as the dividend exceeds such fixed rate.” 
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The Convention offers no hint as to how a determination will be made of 
the tax rate imposed on the corporate profits from which the dividend was 
paid. For example, if a dividend has been paid from profits of a year in 
which the corporation had a net long term capital gain and ordinary in- 
come, the “profits” of that year bore tax at two different rates. For- 
tunately for the United States Treasury Department and United States 
corporations, and their advisers, the problem of the determination of the 
rate of tax to be taken into account with respect to a particular dividend 


would seem to be a matter of administration of United Kingdom tax 
181 
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laws. 


CoNCLUSION 


Enough, perhaps, has been said to indicate some of the complexities of 
the Convention, many of which are due, no doubt, to the circumstances 
that the Convention provisions must be integrated with a tax system (more 
properly, two tax systems) not noted for simplicity. Sight should not be 
lost, however, of the services rendered by the Convention. From the 
standpoint of United States taxation perhaps the two principal benefits 
are the liberalization of the foreign tax credit and the simplification of the 
tax treatment of common forms of income derived from sources within 
the United States by residents of the United Kingdom who are subject 
to United Kingdom tax on such income and are not engaged in trade or 
business in the United States through permanent establishments.’* If 
the Convention accomplished nothing else, these two benefits would justify 
its existence. 


181 For statutory provisions on the subject, see Finance (No. 2) Act, 1945, 9 & 10 
Geo. 6, c.13, Seventh Schedule § 9. 

182 The simplification is due to at least two factors: first, United States tax liability 
and withholding are completely eliminated with respect to several types of income derived 
from sources within the United States by residents of the United Kingdom who are subject 
to United Kingdom tax on such income and are not engaged in trade or business in the 
United States through permanent establishments ; and second, in view of the exemption of 
such types of income and the limitation of the rate of tax on other common types of in- 
come, it would seem that few United Kingdom resident individuals will be required to pay 
income on the net income basis prescribed by §211(c) of the Code. 




















The Clifford Regulations and the Heavenly 
City of Legislative Intention 


LOUIS EISENSTEIN 


“Heaven has no rage like love to hatred turned” 
Concreve, The Mourning Bride 


I. FABLEs, CASES AND REGULATIONS 


+ upon a time, it seems, tax lawyers dwelt in a heavenly city. 
Congress wrote the tax laws; the courts interpreted the tax laws; and the 
Treasury enforced the tax laws. Now and then some congenital disturbers 
of the peace may have disagreed as to the meaning of legislative words. 
But whatever meaning the courts derived from a statute was really in the 
statute before the courts derived the meaning. If the Supreme Court and 
a lower court failed to agree, the Supreme Court simply read English 
better than the lower court. Life was truly beautiful until one dark day 
the personnel of the Supreme Court began to change.* Then, alas, the 
courts and the Treasury began to “legislate,” of all things, and the bliss 
to which tax lawyers had been accustomed became no more than a 
cherished memory. 

Like many other soothing fairy tales, this little fable ministers to cer- 
tain needs. It is a kind of mental medication for jaded legal nerves in a 
distressingly changing world.’ Unfortunately, as Mr. Pavenstedt’s paper * 
on the Clifford regulations * has indicated, the medication may produce 
undesirable after-effects. For example, his paper overlooks many things 
which should be noticed. Hence Supreme Court opinions are repeatedly 


Louis EISENSTEIN is a member of the New York Bar, associated with Paul, Weiss, 
Wharton & Garrison. 

1 The paradise lost after this fateful day has left statistical remains of prior contentment 
and harmony. In the days when life was beautiful, differences among tax lawyers had 
produced a mere 35 volumes of Board of Tax Appeals reports over so long a period as 
approximately 13 years. We pass over the Board’s unpublished opinions because the 
Board did not see fit to publish them. No more than about 4700 decisions had been 
appealed from the Board and district courts to the circuit courts. See PAuL, SELECTED 
Stupies IN FeperAL TAxaATIon (2d Series, 1938) 140, n. 133. We should religiously 
ignore the scandalous rumor that the Supreme Court's principal concern during its 1934 
term was federal tax litigation. See id. at 2, n. 2. 

2 See Paut, Stupres 1n FepERAL TAXATION (3d Series, 1940) 207 et seq. 

8 Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule (1946) 
2 Tax L. Rev. 7. 

4 Reg. 111, Sec. 29.22(a)-21 and 22, added by T.D. 5488, 46 Cum. Butt., No. 2, p. 2. 
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slighted as if they were lowly pariahs.* Then again Mr. Pavenstedt in- 
dulges in a surprising number of mistakes, misstatements and misappre- 
hensions. Still another painful after-effect is his successful failure to 
inform us of various decisions which might impair his carefree generali- 
‘zations. Pleasing quotations are culled from a highly select group of 
decisions “in much the same manner as theatrical producers choose phrases 
from the reviews of dramatic critics for their newspaper advertisements.” ° 
But most curious of all is his zealous insistence that the Treasury has 
behaved “odiously”* though he himself once advocated the same be- 
havior. In earlier days,* when he had not yet surrendered to the charms 
of the heavenly city, he even reasoned with a boldness and perception now 
spent and exhausted that the Clifford principle swept far beyond the 
limits of the regulations.°® 

Of course, Mr. Pavenstedt is free to change his mind for better or for 
worse. And in exercising his inalienable right to differ with himself he 
is hardly obliged to rationalize his recantation for our special benefit. 
Yet if the regulations are really outrageously unreasonable, the same 
must be said of his earlier paper despite his understandable reluctance to 
say so. Actually, however, we need not be disturbed by so unpleasant a 
thought. The first paper is considerably more persuasive than the second 
even if Mr. Pavenstedt is no longer persuaded.*° In fact, the earlier paper 
is so convincing that little can be added in favor of the regulations. We 
might almost suspect them of a deliberate design to implement his views 
of former days. It may well be that our suspicions are extravagant. But 


5 Mr. Pavenstedt’s pronounced disdain for Supreme Court opinions is frankly evidenced 
at the outset. As he defines the basic issue, the question is whether the regulations exceed 
the limitations of the Clifford case and later decisions in the lower courts. Any material 
information to be found in subsequent Supreme Court opinions seems beside the point— 
perhaps because such “further intimations as the Court has given to date clearly indicate 
that it regards the concept underlying the Clifford decision as capable of great expansion 
rather than subject to limitation.” Pavenstedt, The Broadened Scope of Section 22(a): 
The Evolution of the Clifford Doctrine (1941) 51 Yate L. J. 219. For purposes of 
brevity this pape? is henceforth cited as Pavenstedt I, and the more recent article as 
Pavenstedt II. 

6 We have, in turn, helped ourselves to language found in Surrey, The Supreme Court 
and the Federal Income Tax: Some Implications of the Recent Decisions (1941) 35 Int. 
L. Rev. 779, 813. 

7 See Pavenstedt II, at 7, 37. 

8 See Pavenstedt I, at 213. 

® See discussion in Parts III and IV. 

10 The second article refers to the first just once (see Pavenstedt II, at 10, n. 19), 
though the period separating the two is less than the five-year term in Helvering v. 
Clifford, 309 U.S. 331 (1940). In the absence of this solitary citation one might never 
realize that the first article had been written. Concededly, tax articles are prone to 
depreciate rapidly, but the first paper is not so far gone as to be written off as practically 


worthless. 
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we would be most unkind to the Treasury if, in appraising its recent 
behavior, we failed to recall the abundance of insight in his first paper.” 
The principal tenets of his present creed are easily stated, while we 
confess, with sorrow, that he is not alone in his devotion.**? In 1940 the 
Supreme Court decided in Helvering v. Clifford™* that a grantor of a 
trust is taxable on its income under section 22(a) if he remains, in an 
economic sense, substantial owner of the trust property. According to 
Mr. Pavenstedt, the Court clearly emphasized that the issue of substantial 
ownership must be resolved after “an analysis of the terms of the trust 
and all the circumstances attendant on its creation and operation.” ** The 
regulations, he charges, have proceeded to flout the Supreme Court’s in- 
structions. Instead of predicating liability on “the terms of the trust and 
all the circumstances” of the individual case, they impose tax on the basis 
of single, isolated factors selected arbitrarily without any Congressional 
authorization. The regulations also ignore the many decisions which have 
carefully taken “all the circumstances” into account. In short, the Trea- 
sury has arrogated to itself the power of legislation, and administrative 
legislation is “even more odious” *® than judicial legislation. ‘“Every- 
thing’s got a moral,” said the Duchess to Alice, “if only you can find it.” 
In the present case the moral cannot be missed. Time and again Mr. 
Pavenstedt returns to his theme of “odious” administrative legislation, 
though repetition, like water, may not rise appreciably above its source. 


11 Conceivably Mr. Pavenstedt may be willing to forgive and forget the sentiments of 
his first paper because lower court opinions have since established, to his own satisfaction, 
that he badly miscalculated the march of coming events. If so, he would fail to remember 
that a number of the opinions had already passed into the reports when his first paper 
appeared. Later lower court decisions which now enlist his faith have largely built on the 
foundations provided by those earlier opinions. Again, he would also forget that his 
penetrating reasoning of prior days was more respectful toward Supreme Court opinions, 
and that other decisions were unsparingly criticized when they seemed to stray from the 
path taken by the Court. If the Court’s opinions are reasonably susceptible to the interpre- 
tations he once espoused, surely even a moderate Treasury may rightfully pursue those 
interpretations despite lower court disapproval. Cf. Higgins v. Smith, 308 U.S. 473, 478 
(1940) ; Comm’r v. Wheeler, 324 U.S. 542, 545-46 (1945). 

12 The views stated in Pavenstedt II should be closely read in pari materia with 
Problems Created by T.D. 5488 and Suggested Relief Therefrom (1946), and The 
Divergence Between T.D. 5488 and Statutory and Judicial Authority (1946), both issued 
by the Committee on Taxation, Trust Division, American Bankers Association. Since 
Mr. Pavenstedt participated in the preparation of these two easy lessons on what is wrong 
with the Clifford regulations, we should assume that the lessons reflect his own views. 

18 309 U.S. 331 (1940). 

14 The quoted language appears in id. at 335. See Pavenstedt II, at 10, 16, 18. 

15 At the very outset Mr. Pavenstedt introduces the following insidious note: “The 
drive to substitute the Treasury for the courts has found outspoken support in certain 
Treasury circles.” He cites two articles which are amenable to a more careful reading. 
The use of the word “drive” is an illustration of license properly exercisable only by poets. 
Toward the end (at 31) Mr. Pavenstedt accuses the Clifford regulations of menacing our 
Constitutional separation of powers. 
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In the Clifford case the Supreme Court held the grantor taxable on the 
basis of commendable judicial legislation.** The Court refused to be 
hypnotized by “the legal paraphernalia which inventive genius may con- 
struct as a refuge from surtaxes.”** Mr. Pavenstedt’s earlier paper 
warmly defended the decision against the lamentations of the orthodox.*® 
Those were the days before affection had fled. “Does not the law,” he 
asked, “set forth with the utmost clarity the Congressional intent of tax- 
ing at increasing rates in accordance with ability to pay? And have not 
the courts for many years, except when confronted with some inescapable 
casus omissus or statutory language so unequivocal as to require remedy 
through legislation, supplemented Congressional efforts at blocking at- 
tempts to thwart the purpose of successive taxing statutes?” Having 
asked these seemingly rhetorical questions, Mr. Pavenstedt promptly ob- 
served that in specifically taxing the income of certain trusts to their 
creators, Congress had not impliedly sanctioned other trusts enabling tax- 
payers “to keep the larger benefits of ownership and be relieved of the 
attendant burdens.” *® He then emphasized that the Clifford opinion had 
not “originated a revolutionary doctrine” but had applied “the plain in- 
tention of Congress which tax practitioners had preferred to ignore in 
order that they might be able to provide simple methods of tax avoidance 
for their clients.” *° 

Since Mr. Pavenstedt has wholeheartedly embraced the Clifford opinion, 
he is confronted by an embarrassing problem now that love at first sight 
has worn off. That opinion required the courts to appraise “the terms of 
the trust and all the circumstances” of the individual case in the “absence 
of more precise standards or guides supplied by statute or appropriate 
regulations.” ** Unless overcome by an intense dislike for the regulations, 
one would naturally infer that an examination of the trust in the light of 
“all the circumstances” is obviated if the Treasury promulgates “ap- 
propriate regulations.” *? Subject to the same qualification, one would 


16 Cf. Magill, The Supreme Court on Federal Taxation, 1939-40 (1940) 8 U. or Cut. 
L. Rev. 1, 5, in which the Clifford case is described as a “desirable extension of the income 
tax statute by the court.” For a summary of the pre-Clifford state of the law, see Ray, 
The Income Tax on Short Term and Revocable Trusts (1940) 53 Harv. L. Rev. 1322, 
1341 et seq. 

17 309 U.S. at 334. 

18 Pavenstedt I, at 216-18. 

19 This language was borrowed from Burnet v. Wells, 289 U.S. 670, 676 (1933). 

20 Here Mr. Pavenstedt was quoting a “reported utterance” of Judge Learned Hand, 
made in reference to Helvering v. Gregory, 69 F. (2d) 809 (C.C.A. 2d, 1934), aff’d, 293 
U.S. 465 (1935). On the whole, the former oversimplified the question of “plain intention” 
underlying the Clifford case while insufficiently disclosing its firm roots in the past. 


21 309 U.S. at 334. 
22 For a really quaint explanation of Mr. Justice Douglas’ language, see Problems 
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also infer that the Treasury, in issuing its regulations, does not have to 
predicate taxability on all the facts and circumstances of the case in order 
to establish “more precise standards or guides.” A regulation which 
depended on all the facts and circumstances surrounding a particular trust 
would be unadulterated nonsense. It would say nothing and do nothing 
while taxation by litigation continued merrily from case to case.** At the 
very least the Supreme Court must have contemplated that a regulation 
would specify some rules of general applicability for harassed tax lawyers 
in quest of certainty.** These inferences and observations by no means 
involve an abject surrender to any regulation the Treasury may decide 
to supply. They are rather addressed to the choice of relevant criteria in 
appraising the validity of the regulations now promulgated. 

The inferences deriving from the Clifford opinion are additionally sus- 
tained by pragmatic considerations which Mr. Pavenstedt has disregarded. 
In the heavenly city all talk of pragmatic considerations is strictly taboo. 
Pure concepts are constantly making the acquaintance of pure facts.” 
In his first article °° Mr. Pavenstedt confidently prophesied that the opinion 
established “a perfectly practical test the application of which will furnish 
a ready answer in most situations.” Simultaneously he hoped that the 
Supreme Court would not “set certain fairly precise limits beyond which 
a settlor may operate without fear of being swept into the embrace of 
Section 22(a).” He “submitted that to follow such a course would rob 
the holding of its greatest element of strength, which is its very vagueness 
and elasticity.” Moreover, in “border-line situations” it was not unfair 
if the taxpayer proceeded “at his peril since the result of his contriving, 
and probably in an overwhelming majority of instances the purpose as 


Created by T.D. 5488 and Suggested Relief Therefrom, Committee on Taxation, Trust 
Division, American Bankers Association (1946) 2. Mr. Pavenstedt does not rely par- 
ticularly on this explanation. See Pavenstedt II, at 7, n. 5. 

23 The preceding regulations (Reg. 111, Sec. 29.166-1), which were ambiguous to the 
point of satisfying Mr. Pavenstedt’s requirements, were practically useless and ignored 
by the courts. 

24 Mr. Pavenstedt is disposed to demand far too much of the Treasury. In Pavenstedt II, 
at 8, he refrains from quarrelling with the Treasury’s desire to eliminate “uncertainty and 
confusion.” “But unfortunately,” he continues, “it seems quite certain that the new 
regulations, because they create ambiguities and are in conflict with accepted legal 
principles, will create additional uncertainty and confusion.” He never explains how 
regulations can avoid ambiguity if they conform to decisions resting on all the facts and 
circumstances of the cases. In order to produce certainty the Treasury must delineate 
specific rules, but in order to specify such rules it must deviate from the cases. See 
further discussion, infra, this Part. Mr. Pavenstedt’s so-called “conflict with accepted legal 
principles” consists of the deviations which are regarded as inexcusable heresy to the 
Clifford case. 

25 See, however, Mr. Justice Cardozo’s opinions in Woolford Realty Co. v. Rose, 286 
U.S. 319, 330 (1932) ; Burnet v. Guggenheim, 288 U.S. 280, 286 (1933), 

26 Pavenstedt I, at 219. 
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well, is to minimize surtaxes by creating two or more taxable entities 
in lieu of the pre-existing single entity which Congress intended to tax.” *” 

Now it so happens that while all the courts have agreed that the Clifford 
test of taxability is “perfectly practical,” they have not agreed too well as 
regards the “application.” Some opinions have intimated that certainty 
was ushered out of the trust field in so far as the income tax is concerned. 
For example, the Second Circuit has regarded the Clifford decision as “the 
starting point of a fertile proliferation, out of which no definite doctrine 
has emerged, or in the nature of things could emerge.” ** Or as the same 
court stated in another case, “it is hard to set limits or draw analogies 
which may be of service in interpreting a rule which deals with situations 
so much outside of ordinary legal categories.” *° The Sixth Circuit has 
supposed that a trust, “like a combination under the patent law, becomes 
a new entity distinguishable from ‘prior art,’ whenever an important ele- 
ment is added to or removed from the reserved ‘bundle of rights’ which 
in a previous adjudication has brought a finding of ownership.” *° Similar 
expressions of sorrow have escaped from the Tax Court.** In many in- 
stances a proceeding under the Clifford doctrine has been akin to the 
usual negligence action. The final decision is “a transient event without 
juridical significance for the future.” * 

In view of the disorganized case law the Treasury, no matter how 
kindly disposed toward trusts, could not have written a coherent and 
workable regulation by faithfully repeating the cases. If Mr. Pavenstedt’s 
views prevailed, the regulations would be constantly rewritten as each new 
refinement emerged precariously from the unhappy courts. We may go 
one step further. If the regulations must echo the discordant cases, the 
Treasury might as well abstain from promulgating any regulations, for 


27 But cf. Surrey, The Supreme Court and the Federal Income Tax: Some Implications 
of the Recent Decisions (1941) 35 Int. L. Rev. 779, 807 et seg. At present Mr. Pavenstedt 
looks upon certainty as something devoutly to be desired. See Problems Created by T.D. 
5488 and Suggested Relief Therefrom, Committee on Taxation, American Bankers 
Association (1946) 3. 

28 Hyman v. Nunan, 143 F. (2d) 425, 427 (C.C.A. 2d, 1944). 

29 Comm’r v. Berolzheimer, 116 F. (2d) 628, 630 (C.C.A. 2d, 1940). See also Littel v. 
Comm’r, 154 F. (2d) 922, 923 (C.C.A. 2d, 1946); Kohnstamm y. Pedrick, 153 F. (2d) 
506, 510 (C.C.A. 2d, 1946). 

80 Suhr v. Comm’r, 126 F. (2d) 283, 288 (C.C.A. 6th, 1942). 

81 See, e.g., Herbert T. Cherry, 3 T.C. 1171, 1177, 1178 (1944) ; Lorenz Iversen, 3 T.C. 
756, 770 (1944). Note particularly Judge Sanborn’s concurring opinion in Stockstrom v. 
Comm’r, 148 F. (2d) 491, 497 (C.C.A. 8th, 1945), cert. denied, 326 U.S. 719 (1945). 
To Judge Sanborn the standard of taxability was “so vague and indefinite” that he had 
“no conviction” as to whether the Tax Court’s decision was, “as a matter of law, right 
or wrong.” 

82 See Paut, SUPPLEMENT TO FEDERAL Estate AND Girr Taxation (1946) 582. Cf. 
George H. Whiteley, 2 T.C. 618, 622 (1943) : “Cases of this type, involving the taxability 
of trusts, are seldom easy of decision. No two are exactly alike.” 
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there are even limits to the Treasury’s capacity though it be driven by 
inordinate greed. No intelligible regulation could restate the cases so as to 
respect both the opinions of the courts and the cause of clarity.** In 
deference to the Supreme Court we should not suppose that it affirmed 
the Treasury’s privilege to do the impossible. Although Mr. Pavenstedt 
does not quarrel with the purpose of the regulations, the tenor of his 
criticism suggests that he would not grieve if none were issued. Yet at 
no point does he inconsiderately deny the Treasury’s authority as such 
to issue some regulation—at any rate, one which could be avoided with 
ease and comfort. For instance, we are daring enough to believe that he 
would not object to a regulation taxing the income of a two-year trust to 
the grantor, regardless of retained controls and the beneficiary’s identity. 
Even Mr. Justice Roberts, who dissented in the Clifford case, had already 
stated in behalf of the entire Court that section 22(a) “is so general in 
its terms as to render an interpretative regulation appropriate.” ** 
Presumably Mr. Pavenstedt would concede, in principle, that the 
Treasury may implement the Clifford doctrine. But once the concession 
is.made, the regulations must be permitted to deviate from the case law. 
Otherwise, as we have already noted, the regulations would be a mere 
essay in futility. The capacity to deviate must include the capacity to 
select the various criteria of ownership for tax purposes.** And the 
capacity to select must be reasonably exercised so that the chosen criteria 
are “appropriate implementations” of section 22(a).°® Hence the really 
significant issue, which Mr. Pavenstedt succeeds in obscuring, is whether 
the Treasury’s criteria were “appropriately” chosen for the purpose at 


83 For example, if the Treasury were to conform to Mr. Pavenstedt’s understanding of 
the Clifford doctrine, it would meticulously define for all occasions, in the light of all 
conceivable facts, when an uncle is a member of the grantor’s intimate family group and 
when he is not. Perhaps Mr. Pavenstedt thinks that the task of definition would be no 
problem at all. Fundamentally, it is not clear why so much of a fuss is made because 
liability under the regulations is generally unaffected by the beneficiary’s identity. 
According to one who is no enthusiastic admirer of the Clifford doctrine, “The lower 
court decisions perhaps give least significance to the factor of the ‘intimate family group.’ ” 
Magill, What Shall We Do with the Clifford Case? (1945) 23 Taxes 290, 299. See 
further notes 118, 126, infra, for the testimony of Mr. Pavenstedt. The resulting insignifi- 
cance is not surprising. As a rule, donors do not create trusts for strangers. Cf. Note 
(1946) 46 Cot. L. Rev. 601, 602-03. 

84 Helvering v. R. J. Reynolds Tobacco Co., 306 U.S. 110, 114 (1939). See also United 
States v. Joliet & Chicago R.R., 315 U.S. 44, 47-8 (1942). 

85 Soon after the Clifford decision the Second Circuit suggested that the decision was 
not, in principle, averse to “some practical rule . . . which will indicate with reasonable 
certainty what trusts are to be taxed against grantors and will not leave each new set of 
circumstances to be dealt with as a fresh problem.” Comm’r y. Barbour, 122 F. (2d) 165, 
166 (C.C.A. 2d, 1941), cert. denied, 314 U.S. 691 (1941). A rule hopelessly dependent on 
all the facts and circumstances of the isolated case and immersed in judicial contradictions 
would not be the “practical rule” contemplated by the Second Circuit. 

86 Cf, Merchants National Bank of Boston v. Comm’r, 320 U.S. 256, 260 (1943). 
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hand. Are these criteria a reasonable view of the situations in which the 
donor has retained for all practical purposes the substance of his former 
ownership? *’ Or stated differently, is the donor the “victim of despotic 
power” on the part of the Treasury “when for the purpose of taxation 
he is treated as owner altogether”? ** The conclusions contained in the 
cases are certainly relevant in answering these questions—but only to 
clarify the demands of reason and not to restate the decisions as such. 
It is no insidious assault on the courts to say that under the Clifford 
opinion a judicial decision in the absence of regulations should be viewed 
as a temporary solution pending the issuance of a reasonable administrative 
construction.* 

Mr. Pavenstedt’s article on the Clifford regulatioris is plainly disturbed 
by a dilemma. He is willing to accept the Clifford decision—probably with 
a good measure of increasing reluctance—but he is not willing to accept 
its recognition of the Treasury’s interpretative authority or the inferences 
stemming from that recognition. His attempt to escape the dilemma can- 
not be characterized as either well conceived or well executed. He first 
dismisses the Treasury’s authority to issue binding regulations as resting 
“on a rather dubious interpretation of certain dicta of the Supreme 
Court.” “° Apparently, if the Court makes unpleasant observations, one 
should assume they never were made. But Mr. Pavenstedt himself is not 
wholly satisfied with this odd reaction.** After all, the Court did disclose 





37 See Harrison v. Schaffner, 312 U.S. 579, 583-84 (1941). 

88 See Helvering v. Clifford, 309 U.S. 331, 337 (1940). 

89 The courts themselves are only applying some rule of reason. See Littel v. Comm’r, 
154 F. (2d) 922, 924 (C.C.A. 2d, 1946). On the whole, the courts should be grateful to 
the Treasury for relieving them of the burden of struggling with “substantial ownership” 
on a case by case basis. But we should not be surprised if the Tax Court is unappreciative. 
The effect of the regulations is to remove issues of “substantial ownership” from the 
domain of “fact” to the domain of “law,” consisting of generally applicable subsidiary 
rules of liability. Consequently the Tax Court’s jurisdiction over the determination of 
substantial ownership is drastically curtailed. See Littel vy. Comm’r, 154 F. (2d) 922, 923 
(C.C.A. 2d, 1946) ; Paut, SupPLEMENT TO FEDERAL Estate AND Girr TAXATION (1946) 
574, 588; Gordon, Reviewability of Tax Court Decisions (1946-47), 2 Tax L. Rev. 171, 
192, 

40 Pavenstedt II, at 7. 

41 We should compare this reaction with his cordial reception of dicta in Estate of Louis 
Stockstrom, 7 T.C. 251, 254 (1946). See Pavenstedt II, at 8, 30. In Stockstrom v. 
Comm’r, 148 F. (2d) 491 (C.C.A. 8th, 1945), cert. denied, 326 U.S. 719 (1945), both the 
Tax Court and the Eighth Circuit had held the grantor taxable because of (a) his retained 
power to shift income through accumulation from the current beneficiary to remaindermen, 
and (b) the reservation of broad administrative powers as trustee. Under the regulations 
the latter powers do not render a grantor taxable (see Part IV), and a power to withhold 
income is similarly harmless if accumulations are payable in the first instance to the 
beneficiary who is deprived of the income through accumulation. See Part III. After 
the issuance of the regulations the Eighth Circuit modified its mandate so that the Tax 
Court might reconsider its decision in the light of the regulations and Mim. 5968, 46 Cum. 
Butt., No. 2, p. 8. Although the regulations do not apply to the years concerned in the 
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in Harrison v. Schaffner,** as well as the Clifford case, that.the Treasury 
possesses the power to issue appropriate regulations defining substantial 
ownership.** He therefore resorts to rhetoric. “Even if it be assumed” 
that the Court “did invite the Treasury to promulgate regulations,” the 
invitation “ought not to have been construed as calling for the promulga- 
tion of regulations which override the will of Congress and many lower 
court decisions which the Government did not seek to carry to the 
Supreme Court. Not even the Supreme Court,” he generalizes, “has 
power to transfer the legislative power from the Congress to the Treasury. 
It is not reasonable to suppose that it sought to do so.” * 


Stockstrom case, Mim. 5968 exonerates the grantor if the Clifford doctrine is inapplicable 
under the regulations. See Part V. On the rehearing before the Tax Court the taxpayer 
argued that the accumulations were finally payable in the first instance to the beneficiaries 
from whom income was withheld. See Brief for Petitioner, at 5-8. The Commissioner 
answered that the trust instrument was not clear and asked the Tax Court to construe 
the instrument so that he might apply Mim. 5968 accordingly. See Memorandum for 
Respondent, at 3-6. In his reply brief the taxpayer described the Government’s memo- 
randum as “the fairest statement that I have ever seen in a tax case. It presents the 
Government’s side and also the taxpayer’s side of the case fairly and impartially... . 
All that remains for the Court to do is to construe the trust indenture. . . .” Reply Brief 
for Petitioner, at 1. The Tax Court adhered to its original opinion taxing the grantor, 
refrained from meeting the issue as posed by both parties, stated that the regulations lack 
the force and effect of law, and denied that the mere change in the Commissioner’s 
administrative interpretation would overrule cases to the contrary. Finally the Tax Court 
declared that it was unnecessary to consider the applicability of the regulations, for even 
if applicable they would not be a correct interpretation. 

In these circumstances Mr. Pavenstedt glosses over the difference between dictum and 
holding, to state with a good deal of emphasis: “The Tax Court has already refused to 
follow the new regulations” because they “rejected such a large proportion of the rules 
laid down by the Tax Court and other courts.” Moreover, he continues, the Tax Court 
has disapproved the regulations as “going far beyond the decided cases and statutory 
authority.” Of course, Mr. Pavenstedt does not inform us of the Commissioner’s efforts 
to abide by the regulations though a judicially approved deficiency is relinquished. 
Administrative restraint emerges as administrative excess. 

42 312 U.S. 579, 583 (1941). Cf. Suhr v. Comm’r, 126 F. (2d) 283, 287 (C.C.A. 6th, 
1942); Miller v. Comm’r, 147 F. (2d) 189, 193 (C.C.A. 6th, 1945); Stockstrom v. 
Comm’r, 148 F. (2d) 491, 495 (C.C.A. 8th, 1945), cert. denied, 326 U.S. 719 (1945) ; 
Edison vy. Comm’r, 148 F. (2d) 810, 814 (C.C.A. 8th, 1945), cert. denied, 326 U.S. 721 
(1945) ; J. M. Leonard, 4 T.C. 1271, 1283-84 (1945). 

43 See DeWind, Trends Toward Clarity in the Clifford Case Problem, NEw York 
University Fourth ANNUAL INSTITUTE ON FEDERAL TAXATION (1946) 831, 845; 
Eisenstein, Some Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. 
Rev. 477, 493. In combing the Supreme Court cases for some inference unfavorable to 
the Treasury’s rule-making authority, Mr. Pavenstedt detects a significantly hostile 
message in Helvering v. Stuart, 317 U.S. 154, 167 (1942). In this case the Court wrote 
that in “absence of a legislative rule” the line for tax purposes between gifts of property 
and gifts of income is “left to the process of repeated adjudications.” Evidently the 
Court is supposed to have abandoned its previously expressed views on regulations because 
it alluded only to the possibility of legislation. Mr. Pavenstedt does not add that the 
Court then cited Harrison vy. Schaffner. He also fails to disclose why the reference to a 
possible “legislative rule” inevitably casts doubt on a possible administrative rule. Perhaps 
the Court had given up hope that the Treasury would ever issue a regulation. 

44 Pavenstedt II, at 7-8. F 
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This response nicely illustrates the prevalent ways of thought in the 
heavenly city of legislative intention. We have already suggested that the 
solicitude displayed for the lower courts’ decisions is largely concerned 
with the irrelevant. As for the so-called “will of Congress,” Mr. Paven- 
stedt leaves us completely in the dark after kindling our interest. At no 
point are we given the statute which specifically encloses this legislative 
“will” now recklessly flouted by the Treasury. Nor is this failure surpris- 
ing, for there is none since the Clifford decision, assuming there was some 
statute before.** Perhaps it is thought that this “will of Congress” is of 
the negative variety which is equivalent to the affirmative variety; that in 
failing to enact a Treasury proposal taxing the income of short term trusts 
to the settlor Congress indicated that the Treasury has erred. This sur- 
mise is prompted by the opening page of the article, which informs us 
that the Treasury has imposed “upon citizens provisions which Congress 
has repeatedly refused to enact.” **° We need not labor the point that this 
observation is strangely inaccurate and that the facts might have been 
appraised more cautiously. Congress has not “repeatedly” done what 
Mr. Pavenstedt believes Congress has “repeatedly” done. If we assume 
for the moment that Congress “refused to enact” the Treasury recom- 
mendation on short term trusts, the refusal occurred only when the 1934 
Act was under*consideration.** 


45 Any “will” emanating from the specific trust provisions was disposed of in Paven- 
stedt I, at 217, as follows: “. .. the term ‘trust’ as used in these laws should in good 
conscience be taken to mean a bona fide trust, an entity to which the settlor has trans- 
ferred property completely and definitively.” Cf. Douglas v. Willcuts, 296 U.S. 1, 9-10 
(1935): “We do not regard the provisions of the statutes as to the taxation of trusts, 
fiduciaries and beneficiaries . . . as intended to apply to cases where the income of the 
trust would otherwise remain, by virtue of the nature and purpose of the trust, attributable 
to the creator of the trust and accordingly taxable to him. These provisions have appro- 
priate reference to cases where the income of the trust is no longer to be regarded as that 
of the settlor. .. .” In other words, under the “law” of the Clifford case taxability is 
based on the extent of the donor’s retained contacts with the property, apart from the 
specific trust sections defining the liability of trustee and beneficiary. The latter apply to 
the extent that the Clifford “law” fails to 1pply. See Surrey, The Supreme Court and 
the Federal Income Tax: Some Implications of the Recent Decisions (1941) 35 Inx. L. 
Rev. 779, 797, 798. Cf. Ralph W. Conant, 7 T.C. 453 (1946), noted in (1946) 60 Harv. L. 


Rev. 150. 


46 Pavenstedt II, at 7. 
47 See Paut, Stupies IN FeperRAL TAxATIon (3d Series, 1940) 196-97; Ray, The 


Income Tax on Short Term and Revocable Trusts (1940) 53 Harv. L. Rev. 1322, 1332. 
In Pavenstedt II, at 30, a similar inaccuracy reappears when the 1934 recommendation is 
treated as an “example” of Treasury attempts to obtain legislation, although any other 
“example” is nowhere stated and nowhere to be found. In Pavenstedt I, at 215-219, 
Congress’ “refusal” to legislate was considered too insignificant to mention. 

Mr. Pavenstedt’s enthusiastic reliance on legislative history should be just as effective 
in demolishing the Clifford case as the regulations. Nevertheless he refrains from advo- 
cating so complete a demolition, which would also be merciless to his first paper. He may 
be more gentle to the Clifford decision because it rested on all the surrounding facts and 
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If we overlook Mr. Pavenstedt’s unaccountable misstatement of fact, 
we should not be equally generous with his dubious assumption. He takes 
it for granted, as though he were stating a self-evident truth, that in 
failing to enact a proposal Congress has necessarily disapproved the 
proposal. He would have us believe that only one explanation can really 
reveal the closely guarded secret of legislative inaction. It is enough to 
quote Mr. Justice Frankfurter: “To explain the cause of non-action by 
Congress when Congress itself sheds no light is to venture into speculative 
unrealities.” ** Without the aid of a vivid imagination one may readily 
conceive of a number of factors which might have frustrated the pro- 
posed enactment.*® For present purposes it is unnecessary to speculate at 
length on the various possibilities implicit in legislative psychoanalysis.” 
The Clifford opinion squarely rejected the contention that Congressional 
non-action on the subject of short term trusts was any manifestation of 
legislative will impairing the scope of section 22(a)." Some of us, or 
perhaps most of us, may insist that the Court was mistaken, but the truth 
should be faced that in the concrete world of taxes, as distinguished from 
the heavenly city of legislative intention, the Clifford opinion still repre- 
sents the “will of Congress” until Congress exercises its prerogative to 
declare otherwise. 

Besides invoking some mystical higher law, neither seen nor felt, 
Mr. Pavenstedt condemns the regulations as “administrative legisla- 
tion.” *? Despite the Supreme Court’s belief that labels count for little,®* 


circumstances of the case. This attitude of discrimination may, in turn, explain his 


statement, “It is not the function of the Secretary of the Treasury and his assistants to 
decree that all short term trusts shall be disregarded for income tax purposes when 
Congress has refused to do so... .” Pavenstedt II, at 37. But several years ago in 
Harrison v. Schaffner, 312 U.S. 579, 583 (1941), the Supreme Court cited the Clifford 
decision for the following simple proposition: “Income which the donor gives away 
through the medium of a short term trust created for the benefit of the donee is never- 
theless income taxable to the donor.” As of 1941 Mr. Pavenstedt was of the same opinion. 
See discussion infra, Part II. Generally speaking, truth is not less than truth when 
uttered by the Secretary of the Treasury and his assistants. 

48 Helvering v. Hallock, 309 U.S. 106, 119-20 (1940). “It is at best treacherous to find 
in Congressional silence alone the adoption of a controlling rule of law.” Girouard v. 
United States, 90 L. ed. (Adv. Ops.) 776, 781 (1946). Compare United States v. South- 
Eastern Underwriters Ass’n, 322 U.S. 533, 559-60 (1944), with Apex Hosiery Co. v. 
Leader, 310 U.S. 469, 487-88 (1940) ; and see Mr. Justice Rutledge’s opinion in Cleveland 
v. United States, 67 S. Ct. 13, 16 (1946). 

49 See discussion in Surrey, The Supreme Court and the Federal Income Tax: Some 
Implications of the Recent Decisions (1941) 35 Itt. L. Rev. 779, 799-801. 

50 See Cardozo, J., dissenting in United States v. Constantine, 296 U.S. 287, 299 (1935). 

51 See also Comm’r v. Tower, 327 U.S. 280 (1946), taxing family partnership income 
to the taxpayer under section 22(a) although the Treasury had expressed the need for 
specific legislative treatment which had failed to materialize. See Paul, The Background 
of the Revenue Act of 1937 (1937) 5 U. or Cur. L. Rev. 41, 48, 76. 

52 Pavenstedt II, at 37. 

58 See, e.g., Tyler v. United States, 281 U.S. 497, 502 (1930); .R. H. Stearns Co. v. 
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they can actually count for much. Labels are convenient verbal devices 
for creating a desired atmosphere of evil within which the impartial 
processes of logic are supposed to operate. At best, labels and catchwords 
“are subject to the dangers that lurk in metaphors and symbols, and must 
be watched with circumspection lest they put us off our guard.” * If we 
consider the Clifford regulations dispassionately, as we should, the epithet 
“administrative legislation” is one of those “anodynes for the pains of 
reasoning ” °° which add exactly nothing to our fund of wisdom. When 
a rule promulgated by the Commissioner, with the approval of the Secre- 
tary, is valid, we have what is accepted as a “regulation.” When a simi- 
larly promulgated rule is invalid, we have what is rejected as “legisla- 
tion.” °° The formal categories of “regulation” and “legislation” are quite 
useless in determining whether a rule falls within one category or the 
other. We therefore turn from Mr. Pavenstedt’s labels to the crucial 
question whether the Clifford regulations may be sustained as a reasoned 
application of existing principle if the courts are willing to sustain them.* 

In final analysis the basic problem of reasonableness involves a delicate 
matter of degree, and as Mr. Justice Holmes once admonished his 
brethren, “when you realize that you are dealing with a matter of degree 
you must realize that reasonable men may differ widely as to the place 
where the line should fall.” °* At the very least the problem should not be 
scrutinized “narrowly as through a keyhole.” ® It is exceedingly easy to 
snipe at a regulation under cover of seemingly harsh examples.*° This 





United States, 291 U.S. 54, 61 (1934); Wisconsin v, J. C. Penney Co., 311 U.S. 435, 
443 (1940). 

54 Henneford v. Silas Mason Co., 300 U.S. 577, 586 (1937). 

55 Comm’r v. Sansome, 60 F. (2d) 931, 933 (C.C.A. 2d, 1931), cert. denied, 287 U.S. 
667 (1932). 

56 Compare Comm’r vy. Wheeler, 324 U.S. 542, 546 (1945), with Helvering v. Sabine 
Transportation Co., 318 U.S. 306, 311-12 (1943). 

57 Since we are primarily concerned with the validity of the regulations in the light of 
Mr. Pavenstedt’s sins of omission and commission, the discussion which follows does not 
pretend to be an exhaustive exploration and evaluation of the Clifford doctrine, the many 
cases which have followed, and each refinement of the regulations. 

58 Holmes, J., dissenting in Schlesinger v. Wisconsin, 270 U.S. 230, 241 (1926). Mr. 
Justice Holmes’ philosophy of degree was repeatedly expressed both in majority and 
minority opinions. See Paut, Stupies in Feperat Taxation (1937) 100 et seq. 

59 Cf. United States ex rel. Marcus v. Hess, 317 U.S. 537, 557 (1943). 

60 Several examples of alleged hardship show up in Pavenstedt II, at 8, n. 9, and 9-10. 
These are examined at various intervals beyond. Sympathy is also expressed for corporate 
trustees, who will be inexcusably overworked in adjusting themselves to the regulations. 
Pavenstedt II, at 8, n. 8. One need not abhor corporate trustees, as Mr. Pavenstedt abhors 
the regulations, to conclude that it is usually easier to adjust oneself to a comparatively 
simple regulation than a mass of confusing decisions. At any rate, formidable doubts 
remain whether the progress of tax law should be seriously impeded by the inconveniences 
caused corporate trustees, especially if they are satisfactorily compensated for the incon- 
veniences. Lawyers might just as well argue that law should stand still because it is 
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technique is old and familiar, as every lawyer knows, whether his dis- 
pleasure of the moment is expressed in taxation or some other field of the 
law. Mr. Pavenstedt continuously neglects the elementary principle that 
taxes “must of necessity be levied by general rules capable of practical 
administration.” “ He equally forgets that hard cases, considered in iso- 
lation, are prone to make bad law. “The operation of a general rule will 
seldom be the same for every one.” If variations in circumstances entail 
individual difficulties, “the consequences must be accepted as inherent in 
government by law instead of government by edict.” ** Admittedly, quali- 
fications are commonly inserted to avoid or minimize hardships which 
the general rule might inflict.** Nevertheless qualifications must be care- 
fully confined if any semblance of law is to remain. “Even administrative 
convenience, the practical necessities of an efficient system of taxation, 
will have heed and recognition within reasonable limits.” “ 

No magic formula will kindly reveal how deeply the exceptions should 
cut into the general rule. Again the problem is one of degree, and reason- 
able men may reasonably resolve the problem differently. But of one 
certainty we may be sure. No answer would be sufficiently sensitive to the 
problem at hand if tax avoidance were disregarded as in Mr. Pavenstedt’s 
paper. We might never suspect, in perusing his indignant indictment of 
administrative tyranny, that tax avoidance was at all seriously involved.” 


much too troublesome to keep abreast of change. The new regulations create problems— 


but they are scarcely as perplexing as those created by the cases. 

Mr. Pavenstedt does not hesitate to exaggerate the hardships of corporate trustees. A 
number of cases have held that a person other than the grantor is taxable under the 
Clifford doctrine if he may, in his sole discretion, appropriate trust corpus or income. 
See, for instance, Richardson v. Comm’r, 121 F. (2d) 1 (C.C.A. 2d, 1941), cert. denied, 
314 U.S. 684 (1941) ; Jergens v. Comm’r, 136 F. (2d) 497 (C.C.A. 5th, 1943), cert. denied, 
320 U.S. 784 (1943) ; Mallinckrodt v. Nunan, 146 F. (2d) 1 (C.C.A. 8th, 1945), cert. 
denied, 324 U.S. 871 (1945); Emery v. Comm’r, 156 F. (2d) 728 (C.C.A. Ist, 1946) ; 
Ella E. Russell, 45 B.T.A. 397 (1941) ; Blanche N. Hallowell, 5 T.C. 1239 (1945) ; Alfred 
Cowles, 6 T.C. 14 (1946); Eleanor M. Funk, 7 T.C. 890 (1946). Cf. Stix v. Comm’r, 
152 F. (2d) 562 (C.C.A. 2d, 1945). The regulations (Reg. 111, Sec. 29.22(a)-22) have 
incorporated the results in these and other opinions, with the additional thought that 
because the taxpayers involved have achieved ownership in its fullest sense, their later 
dilution of that ownership should be governed by the rules generally applicable to grantors. 
The need to live with rules already found and reasonably implicit in the cases is a stated 
instance of the “particularly onerous” impact of the regulations. 

61 Stone, J., dissenting in Colgate v. Harvey, 296 U.S. 404, 442 (1935), overruled in 
Madden v. Kentucky, 309 U.S. 832 (1940). See also Fernandez v. Wiener, 326 U.S. 340, 
360 (1945). 

62 Cf, Fox v. Standard Oil Co., 294 U.S. 87, 102 (1935). 

63 Cf, Pau, Stupres 1n Feperat Taxation (2d Series, 1938) 274, n. 58: “One never 
wants to punish the innocent with the guilty, but when the guilty hide behind the skirts 
of the innocent, and the innocent permit them to do so, some unreckoned slaughter is 
unavoidable.” 

6¢ Cf, Burnet v. Wells, 289 U.S. 670, 678 (1933). 

65 Compare his sympathy for mistreated pension trusts, in Pavenstedt II, at 37, n. 110. 
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In mitigation of his present lack of interest in tax avoidance, it is but fair 
to mention that his earlier paper was more aware of the painful facts of 
tax life. “The usual reason for creating a family trust,” he then wrote, 
“is the diminution of the grantor’s surtaxes by the segregation of part of 
his property.” This practice of tax avoidance via trusts, he thought, has 
“always been within the ken of even unsophisticated laymen.” ** Even if 
Mr. Pavenstedt exaggerated the menace of the trust device, he touched 
upon a truth which is within the ken of all tax lawyers. 

This truth helpfully refines our problem of reasonableness. On the one 
hand, the regulations should be responsive to the constant threats of tax 
avoidance. On the other hand, the regulations should be responsive to 
the needs of flexibility in trust administration. Rules for the innocent and 
guilty must be skillfully synthesized into a fair and workable pattern of 
liability. But in our real world, as contrasted with the heavenly city, dis- 
tinctions are not always obligingly black and white. Distinctions, “how- 
ever clear in their general outline, will be found on exact scrutiny to end 
in a penumbra or debatable land.” ** The “nuances of facts between the 
two extremes” produce “a nebulous field of confusion” where legal cate- 
gories may be sorely tried.“* Competing considerations become inex- 
tricably entwined as the innocent and guilty become indistinguishable.” 
Yet “a line or point there must be,” wrote Mr. Justice Holmes, though 
“there is no mathematical or logical way of fixing it precisely.”  Further- 
more, as the Justice repeatedly taught and as Mr. Pavenstedt repeatedly 
forgets, the mere fact that a line displeases one’s own sensibilities on the 
nature of right and wrong does not establish that the line defies the 
dictates of reason.” If the “general policy” is a reasoned response to 
innumerable complexities, it is not for the courts “to say that the line 
was too strictly drawn.” * This attitude of tolerance is especially war- 
ranted in the present instance. It is commonly recognized that the trust 
field is cursed by endless complexities. Any distinction by legislation or 
regulation which takes wholesale cognizance of both avoidance and flexi- 
bility is bound to be irritating at some points.” 


66 Pavenstedt I, at 235. See also id. at 219. But cf. Report Proposing Amendments to 
Federal Income, Estate and Gift Tax Laws, Committee on Taxation, Trust Division, 
American Bankers Association (1946) 4: “Undoubtedly some trusts have been used by 
individuals to avoid taxes” (italics supplied in surprise). 

6? Hotmes, THE Common Law (1881) 127. 

68 Cf, Magruder v. Washington, Baltimore & Annapolis Realty Corp., 316 U.S. 69, 73, 
74 (1942). 

69 See note 63, supra. 

70 See Holmes, J., dissenting in Louisville Gas Co. v. Coleman, 277 U.S. 32, 41 (1928). 

71 See note 58, supra. 

72 Cf. Textile Mills Corp. v. Comm’r, 314 U.S. 326, 339 (1941). 

73 Mr. Pavenstedt writes: “T.D. 5488 is, indeed, a catalogue of successive distinctions, 
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In attempting to produce order out of chaos, the regulations tax trust 
income to the settlor under any one of the following three circumstances : 
(1) if the corpus or the income “will or may return” to him “after a rela- 
tively short term of years;” (2) if “the beneficial enjoyment” of the 
corpus or income “is subject to a power of disposition” in the settlor, 
another person lacking a substantial adverse interest in the disposition, or 
both; and (3) if the corpus or income “is subject to administrative con- 
trol, exercisable primarily” for the settlor’s “benefit.” “* Liability in the 
first instance derives from the principle that the mere carving out of a 
limited income interest leaves the donor’s ownership substantially intact. 
The transfer is akin to a mere assignment of future income while under- 
lying ownership of the corpus remains unimpaired.”* In the second case 
the governing principle is that a power to shift property or income about 
equally leaves the donor’s ownership substantially undisturbed. “The 
power which can be exercised over the lives of others by the ability to 
give or withhold money, is a substantial enjoyment.” *° The controlling 
rationale in the third instance is that managerial authority, exercisable 
primarily in the donor’s behalf, may afford him personal economic gains 
tantamount to substantial ownership though income flows meanwhile to 
others.” 

The regulations have grasped the essentials of the Clifford doctrine, 
whether or not they have grasped too much. Generally speaking, income 
from property is taxable to the owner of the property.”* But “ownership,” 
as the Clifford decision was quick to recognize, “is only a bundle of rights 
and privileges invested with a single name.” ® An owner may give away 


many of which are trifling in themselves.” Pavenstedt II, at 29. Despite his strictures in 
the absolutistic manner of the heavenly city, all legal distinctions, whether made by 
legislation, administration or adjudication, finally become trifling at some point. Even the 
many cases applying the Clifford principle are guilty of bowing to necessity. “. . . it is 
inevitable that there should result some hair-line decisions.” Central National Bank of 
Cleveland v. Comm’r, 141 F. (2d) 352, 356 (C.C.A. 6th, 1944), in good standing in Paven- 
stedt II, at 14. Compare Armstrong v. Comm’r, 143 F. (2d) 700 (C.C.A. 10th, 1944), 
with Losh v. Comm’r, 145 F. (2d) 456 (C.C.A. 10th, 1945). The trouble with the cases 
is that they have given us an overabundance of hairline distinctions. Mr. Pavenstedt’s 
proposal (see Part VI) to exonerate grantors of five year term trusts also makes a 
distinction which looks extremely trifling. If the term is exactly five years, the grantor 
is not taxable; if the term expires a day before, the grantor is taxable. The vital question 
is whether the principles about which the distinctions cluster make good sense within the 
limits of permissible discretion. 

74 Reg. 111, Sec. 29.22(a)-21(b). The regulations do not apply to income from alimony 
trusts and maintenance trusts for the benefit of a spouse separated by judicial decree. 

7 See Part II. 

76 Cf. Littel v. Comm’r, 154 F. (2d) 922, 924 (C.C.A. 2d, 1946). See Part III. 

77 See Part IV. 

78 See Blair v. Comm’r, 300 U.S. 5, 12 (1937); Pearce v. Comm’r, 315 U.S. 543, 554 
(1942). 

7 Steward Machine Co. v. Davis, 301 U.S. 548, 581 (1937). 
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some rights and privileges and yet retain a fairly substantial bundle for 
himself. This pleasant process of giving and not giving is considerably 
simplified by the trust device. The Clifford opinion added the unpleasant 
thought that a settlor who keeps a fairly substantial bundle should be 
treated as owner for income tax purposes.*° The regulations have now 
implemented the thought by specifying the contents of such bundles. Our 
inquiry accordingly moves on to the details of the Treasury’s specifications, 
subject to a constant caveat. The administrative process is a continuing 
process. “Experience and new insight” * should be expected to bring 
change in their wake as the Treasury comes to grips with specific prob- 
lems. As a matter of fact, among the “most valuable qualities” of the 
rule-making power are its “ease of adjustment to change, flexibility in 
light of experience, swiftness in meeting new or emergency situations,” 
and capacity to eliminate “known inequities.” * 
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II. Term TRUSTS AND RELATED CRITICISMS 


We consider first the Treasury’s “short term” rule, bluntly character- 
ized by Mr. Pavenstedt as “an arbitrary flouting of the very principle of 
the Clifford case.” ** Under this rule ** trust income is taxed to the settlor 
if he has a reversionary interest in the corpus or income “which will or 
may reasonably be expected to take effect in possession or enjoyment” 
within ten years after the transfer in trust. Income is similarly attributed 
to a settlor whose reversionary interest in corpus or income “will or may 
reasonably be expected to take effect in possession or enjoyment” within 
fifteen years after the transfer, if the income is or may be payable to a 
non-charitable beneficiary and any one or more of three powers over corpus 
or income are exercisable solely by the settlor, his spouse,*° or both. 


80In the Clifford case Mr. Justice Douglas declares the grantor taxable if he remains 
in substance “the owner of the corpus.” 309 U.S. 334. See also id. at 335, 336. The quoted 
language has not been narrowly read to mean that the courts should look only at the 
retained contacts with trust principal to the exclusion of the income. Instead the courts 
have taken it for granted, as in Comm’r v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1940), that 
the “ownership” in question refers to the bundle of rights associated with property, in- 
cluding control over income. This view is borne out by Helvering v. Stuart, 317 U.S. 
154, 168 (1942), referring to “a control of a trust so complete that it must be said that 
the taxpayer is the owner of its income.” See also Comm’r v. Tower, 327 U.S. 280, 288 
(1946), alluding to control over income distributions. 

81 Helvering v. Wilshire Oil Co., 308 U.S. 90, 103 (1939). 

82 Jd. at 101. The Commissioner has announced that consideration is being given to 
amendments “designed to permit greater flexibility in the administration of family trusts 
without adverse income tax consequences to persons creating them.” Press Service No. 
S-187, Dec. 26, 1946. 

88 Pavenstedt II, at 15. 

84 Reg. 111, Sec. 29.22(a)-21(c). 

85 The spouse must be “living with the grantor.” See further Guterman, The New 
Clifford Regulations (1946) 1 Tax L. Rev. 379, 386, n. 31. 
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These powers are (1) a power to vote or direct the voting of stock or 
other securities in the trust; (2) a power to direct investments or to veto 
proposed investments ; and (3) a power to regain the corpus by substitut- 
ing other property, whether or not of an equivalent value. 

The regulations add a few refinements for the benefit of those who 
might be tempted by transparent schemes. In instances where the settlor’s 
reversionary interest is scheduled “to take effect in possession or enjoy- 
ment by reason of some event other than the expiration of a specific term 
of years,” the trust income is nevertheless taxable to him if the event 
“is the practical equivalent” of the expiration of a period less than ten or 
fifteen years, as the case may be. This rule is amplified by an example in 
which the corpus is to return to the settlor or his estate on the death of a 
person whose life expectancy is six years when the trust is created.* 
The regulations also provide that in general “a reversionary interest may 
reasonably be expected to take effect in possession or enjoyment” within 
ten or fifteen years, as the case may be, where corpus or income is to be 
reacquired if the settlor “survives any stated contingency which is of an 
insubstantial character.”” Here also the regulations are helpful by means 
of an example. A settlor is taxable if his wife is entitled to the income for 
three years, and the corpus then passes to him if he is then living, or to 
her if he is then dead.*’ 

The problem of term trusts is simply stated. At what point does a 
short term cease to be short? The question admirably illustrates the 
wisdom of Holmes, for whatever the answer may be, it inevitably entails a 
difference of degree. “When he has discovered that a difference is a dif- 
ference of degree, that distinguished extremes have between them a 
penumbra in which one gradually shades into the other, a tyro thinks to 
puzzle you by asking where you are going to draw the line, and an ad- 
vocate of more experience will show the arbitrariness of the line proposed 
by putting cases very near to it on one side or the other. But the theory 
of the law is that such lines exist,” and they must exist in order to have 
rules of law.** Yet if administrative discretion is not free to roam about 


86 In another example a settlor is taxable if “the corpus is to return to him or his estate 
on the graduation from college or prior death of his son, who is 18 years of age at the 
date of the transfer in trust.” This illustration may seem reckless in isolated instances, 
but is on the whole inoffensively reasonable. 

87 In this area, involving contingencies of “an insubstantial character,” the regulations 
have not produced a precise certainty. Tax experts should not complain, considering the 
usual occupants of this area. See Paut, Stupres 1n FeperAL Taxation (3d Series, 1940) 
211; Pavenstedt I, at 219; Eisenstein, Modernising Estate and Gift Taxes (1946) 24 
Taxes 870, 874. 

88 Hotmes, CoLLecteD LecaL Papers (1921) 233. See also the Justice’s partially con- 
curring opinion in LeRoy Fibre Co. v. Chicago, Milwaukee & St. Paul Ry., 232 U.S. 340, 
352 (1914). “I do not think we need trouble ourselves with the thought that my view 
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at will, how is one to judge whether the line as finally drawn is not too 
far over? Again we may with profit dip into the wisdom of Holmes, 
whose views on legislative discretion are readily adapted to administrative 
discretion.” ‘When a legal distinction is determined, as no one doubts 
that it may be, between night and day, childhood and maturity, or any 
other extremes, a point has to be fixed or a line has to be drawn, or gradu- 
ally picked out by successive decisions, to mark where the change takes 
place. Looked at by itself without regard to the necessity behind it the 
line or point seems arbitrary. It might as well or nearly as well be a little 
more to the one side or the other. But when it is seen that a line or point 
there must be, and that there is no mathematical or logical way of fixing 
it precisely,” the administrative decision should be accepted “unless we 
can say that it is very wide of any reasonable mark.” *° 

Can we say that the Treasury’s ten and fifteen year lines have ventured 
beyond the area of reasonable administrative discretion? A glance at 
fundamentals should shed light on this question as well as Mr. Pavenstedt’s 
objections. Conscientious Treasury administrators begin with a basic 
principle. Income from property is taxable to the owner of the property 
though the income has been assigned to another.” The principle bas a 
corollary. A “temporary disposition’ of income-producing property is 
deemed a mere assignment of income if the donor retains “every other 
substantial interest” in the property.°® Furthermore, as Treasury ad- 
ministrators realize from a reading of Harrison v. Schaffner, a short 
term trust, followed by a reversion, is a “temporary disposition” of prop- 
erty which leaves the donor taxable on its income. If our administrators 
continue their appraisal of fundamentals, they soon perceive that the 
right to income is one of the significant “rights and privileges” constitut- 
ing ownership of property,** and that a trust term may be so extended as 
to impair substantially the donor’s ownership.** Hence their designated 


depends upon differences of degree. The whole law does so as soon as it is civilized.” 
Id. at 354. 

89 See note 104, infra. 

90 Louisville Gas Co. v. Coleman, 277 U.S. 32, 41 (1928). See also Irwin v. Gavit, 
268 U.S. 161, 168 (1925). Compare, in connection with the Clifford decision, Rudick, The 
Problem of Personal Income Tax Avoidance (1940) 7 Law & Contemp. Pros. 243, 262. 

91 Helvering v. Horst, 311 U.S. 112 (1940) ; Comm’r v. Harmon, 323 U.S. 44 (1944). 
See Sen. Rep. No. 398, 68th Cong., Ist Sess. (1924) 25; Reinecke v. Smith, 289 U.S. 172, 
177 (1933) ; Comm’r v. Pearce, 315 U.S. 543, 554 (1942). 

92 Harrison v. Schaffner, 312 U.S. 579, 583 (1941). 

98 Tbid. 

94 See Part I. 

95 See Littel v. Comm’r, 154 F. (2d) 922, 924 (C.C.A. 2d, 1946). Cf. Comm’r v. Blair, 
300 U.S. 5 (1937) ; see Harrison v. Schaffner, 312 U.S. 579, 582 (1941). Possibly an 
owner of property who assigns its income without creating a trust remains taxable on the 
income, regardless of the period covered by the assignment. He is still the owner of “the 
tree” on which “the fruit” grows. See Lucas v. Earl, 281 U.S. 111, 115 (1930). Cf. Maass 
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task is to select the point where a gift of income begins t6 eat into the 
vitals of ownership. The job is unavoidably difficult despite the limited 
freedom to choose, but the Supreme Court has expressly invited them to 
meet and conquer the difficulty. 

Finally answering the invitation after a period of administrative im- 
politeness, the Treasury has ruled that an assignment of less than ten 
years’ income by means of a trust leaves the donor sufficiently the owner 
to be taxed on the income.*’ The line seems reasonable enough, whether 
the beneficiary is a wife, child, mother-in-law ** or charity.°® The principle 
attributing assigned income to the assignor is unconcerned with the 
identity of the assignee.*°° In addition, the Treasury has determined that 
if a donor gives away less than fifteen years’ income but retains one or 
more specified administrative powers, such as the power to control in- 
vestments or to vote stock, he should also be taxed on the income. The 
dilution of ownership through a somewhat larger gift of income is con- 


v. Higgins, 312 U.S. 443, 447 (1941). In the Blair case the assignor originally owned an 
equitable life estate under a trust created by another, and when the assignor transferred 
a portion of his income for the remainder of his life, the Court thought that he had given 
part of “the tree” as well as part of “the fruit.” See Helvering v. Horst, 311 U.S. 112, 
118 (1940) ; Harrison v. Schaffner, 312 U.S. 579, 582 (1941). “The tree” consisted essen- 
tially of “the fruit.” In the present circumstances we are privileged to skirt the meta- 
physics involved. Cf. Hyman v. Nunan, 143 F. (2d) 425, 427 (C.C.A. 2d, 1944). See 
Eisenstein, Some Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. 
Rev. 477, 494. We assume, under the auspices of the Blair case, that an assignment of 
income via a trust may eventually, at some point, shift the tax on the income to the donee. 
See Hyman v. Nunan, 154 F. (2d) at 924; Jessie W. Donahue, 44 B.T.A. 329, 335 (1941). 
But cf. Eleanor M. Funk, 7 T.C. 890, 893 (1946): “If he (the grantor) gives away only 
the income he still has to pay the tax.” See further the criticism of the Blair decision in 
Pavenstedt I, at 243. 

96 See Harrison v. Schaffner, 312 U.S. 579, 583-84 (1941), and discussion in Part I. 

97 See note 112, infra. Mr. DeWind has called attention to Sterling Morton, 45 B.T.A. 
771, 775 (1941), in which a ten-year term was described as of “short duration.” See 
Trends Toward Clarity in the Clifford Case Problem, New York UNiversity FourtH 
ANNUAL INSTITUTE ON FEDERAL TAXATION (1946) 831, 840. Mr. Pavenstedt dwells upon 
“the manifest unfairness” of Mr. DeWind’s reference because the Morton decision did not 
rest exclusively on the short term of the trust. See Pavenstedt II, at 12. The accusation 
suggests a discovery of administrative evil where none is apparent. Mr. DeWind did not 
construe the decision as an approval of tax liability solely on the basis of a ten-year term. 
The correctness of his limited observation seems beyond reproach. 

98 Cf. Comm’r v. Barbour, 122 F. (2d) 165 (C.C.A. 2d, 1941), cert. denied, 314 U.S. 
691 (1941). 

99 Compare the expert testimony in Rudick, The Problem of Personal Income Tax 
Avoidance (1940) 7 Law & Contemp. Pros. 243, 259: The grantor of a short term trust 
“usually provides that it shall last a definite number of years, generally not more than 
Pe ag 
100 See Helvering v. Horst, 311 U.S. 112, 117 (1941) ; Pavenstedt I, at 229, n. 82, 230, 
248. For some reason Mr. Pavenstedt is now more sympathetic toward a term trust for 
charity than a term trust for wife or child (see Pavenstedt II, at 9), although both kinds 
of trusts ably serve as tax avoidance gadgets. An anticipatory criticism of his present and 
more tolerant attitude appears in Pavenstedt I, at 248. See also note 275, infra. 











346 TAX LAW REVIEW [Vol. 2: 


sidered offset by the interim reservation of administrative authority.’™ 
Here again the Treasury’s discretion has been exercised with close regard 
for the competing considerations implicit in the underlying principle gov- 
erning assignments of income.**”? Without being unreasonable we may 
disagree with the precise lines drawn, but this is not to say that the lines 
are so wide of the mark that the Treasury is unreasonable in disagreeing 
with us. A strong argument could be made that the Treasury has been too 
lenient toward term trusts—at most only half-hearted dispositions, which 
became fashionable as tax rates became annoying. 

If the Treasury’s treatment of term trusts is reasonable, the same may 
be said of its attitude toward trusts, not measured by a simple term of 
years, which are in effect “relatively short term” arrangements.** As the 
due process cases customarily say, the means are reasonably adapted to a 
permissible end—the appropriate protection of the Treasury’s policy on 
term trusts.*** “A trust need not be for a term of years to be, in effect, 
a short-term trust; it may be for the life of a very aged person whose 
life expectancy is brief.” *°* The administrators thought that the regula- 
tions would be foolishly discriminate in taxing a grantor of a four-year 
trust while exonerating a grantor whose trust ends with the death of a 
person having a four-year expectancy when the trust begins. If we may 
borrow again from Mr. Pavenstedt’s first paper, “from a practical point 
of view the divergent results seem quite unjustifiable.” *°* On the other 
hand, the Treasury may have been too fearful of taxpayer ingenuity. 
Even if some taxpayers were encouraged to create trusts measured by 
the lives of such beneficiaries as aged grandmothers and grandfathers, the 


101 See note 245, infra. 

102 Tn Pavenstedt II, at 32, the Treasury’s fifteen-year rule is said to rest on some “con- 
clusive presumption” that a grantor-fiduciary will act in a nonfiduciary manner. But the 
regulations do not make any such presumption and hence the cases invoked by Mr. Paven- 
stedt seem beside the point. The Treasury’s position is that if a grantor retains a reversion 
falling in within fifteen years, and one or more specified powers, he has retained enough 
to be taxed as owner though the powers are exercisable in a fiduciary capacity. Cf. 
Part IV. 

103 See this Part, supra. 

104 For the sake of avoiding any misunderstanding we add that the reference to due 
process cases does not imply, directly or indirectly, administrative freedom to do anything 
and everything which Congress is free to do. But within the far narrower range of 
administrative discretion the due process principle has much to offer. Cf. Eisenstein, 
Some Iconoclastic Reflections on Tax Administration (1945) 58 Harv. L. Rev. 477, 
527-28, 533-34. 

105 Rudick, The Problem of Personal Income Tax Avoidance (1940) 7 Law & 
Contemp. Pros. 243, 259, n. 101. 

106 Pavenstedt I, at 245. To bring matters up to date, at present the divergent results 
are considered justifiable. See Problems Created by T.D. 5488 and Suggested Relief 
Therefrom, Committee on Taxation, Trust Division, American Bankers Association 


(1946) 33. 
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danger to the revenues might be practically insignificant. In time the 
Treasury may conclude that it was over-inclined to look under the bed. 
Assuming that the Treasury was unnecessarily suspicious, are the regula- 
tions therefore invalid? 

Since various individuals manage to frustrate the gloomy predictions 
of the mortality tables, Mr. Pavenstedt attacks the regulations because a 
grantor may continue to be taxed after the measuring life exceeds the ap- 
plicable short term period.* The argument is oblivious of what the 
Treasury probably thought obvious: a specific term rule may be nullified 
unless the rule deals with aged measuring lives.*°* The Treasury dealt 
with the problem of avoidance in a manner which should satisfy the most 
orthodox. It resorted to the mortality tables, customarily used by courts 
in taking “present action based upon forecasts of a man’s life.” *° “Faced 
with a problem which,” in the Treasury’s eyes, “demands some solution 
and should not be put off by evasion, it has adopted the most practicable 
means.” **° An individual may survive his allotted span, but his success 
scarcely proves that only a grasping administrator would rely on proba- 
bilities “refined by averaging an enormous number of instances.” ** 

To return to the core of the matter, the Treasury has formally blessed 


107 Pavenstedt II, at 15. See also id. at 9-10. 

108 Cf, Littel vy. Comm’r, 154 F. (2d) 922, 924 (C.C.A. 2d, 1946): “In dealing with 
trusts for the beneficiary’s life the importance of a reversion depends upon the relative 
ages of the grantor and the beneficiary. If a man of seventy sets up a trust for his grand- 
son of ten, the reversion can hardly be thought to be of importance: otherwise, if at forty 
he sets up a trust for his father at seventy-five.” But cf. Estate of Louis Stockstrom, 
7 T.C. 251, 253-54 (1946), in which the taxpayer unsuccessfully claimed that the grantor’s 
short life expectancy should be treated like a definite term. 

109 Bankers Trust Co. v. Higgins, 136 F. (2d) 477, 479 (C.C.A. 2d, 1943). 

110 Cf, Comm’r v. Maresi, 156 F. (2d) 929, 932 (C.C.A. 2d, 1946). The following words 
of the Second Circuit are also apposite: “The disparity of that means with an ideal 
would have to be far greater than in fact it is, before we should be willing to deny the 
propriety of its use.” 

111 Jbid. In arguing to the contrary, Mr. Pavenstedt refers us to Mary W. Pingree, 
45 B.T.A. 232 (1941), involving an aged beneficiary who successfully defied the mortality 
tables. He also mentions a similar trust situation which has come to his attention. Both 
examples fall short of the chosen conclusion that the Treasury’s general solution for all 
sorts of cases deserves to be condemned. Cf. Ithaca Trust Co. v. United States, 279 U.S. 
151 (1929) ; and see Comm’r y. Marshall, 125 F. (2d) 943, 946 (C.C.A. 2d, 1942). 

While discussing the use of expectancy tables, Mr. Pavenstedt observes: “... in a 
given case the court may agree with the taxpayer that no set of tables but the circum- 
stances of the individual case should control.” Here for some elusive reason Mr. Paven- 
stedt is no friend of grantors who insist on retaining reversions. A court will most likely 
disregard the tables only because the tables are too optimistic in the specific circumstances. 
In other words, the actual state of health or its lack persuasively indicates that death is 
closer at hand than the tables would have us believe. See Estate of John H. Denbigh, 
7 T.C. 387 (1946). Mr. Pavenstedt does not explain why a grantor should anxiously 
belittle the tables if the tables establish that he is not taxable. See further (1946) 60 
Harv. L. Rev. 152. 
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tax avoidance by ten year and a day trusts.*** Although Mr. Pavenstedt 
makes much of the more generous case law, while barely informing us 
of the Supreme Court’s attitudes, only a rara avis among responsible tax 
attorneys would have previously advised such avoidance in happy reliance 
on the cases. Why then is he so seriously disturbed, especially if he is not 
noticeably distressed by the Treasury’s kindness to tax avoiders? Why, 
for that matter, is so much anguish expended on short term trusts? “A 
survey of the decided cases,” in his opinion, “discloses no authority in 
support of either the ten or the fifteen year rule.” *** He points out that 
even in the Second Circuit, which has been the least friendly to short term 
family trusts,*** a ten year term combined with a reversion has not suf- 
ficed to tax a grantor.** Then, with a confidence to which we should be 
adjusted by this time, he denounces the Treasury’s “sweeping exclusion in 
the new regulations of all factors other than a given term of years.” **° 





112 The language of the regulations seems to tax grantors of trusts for exactly ten years. 
A settlor would therefore be taxable if a trust, without any retained controls in the grantor 
or his wife, extended from January 1, 1947 through December 31, 1957. Yet a related 
provision in Reg. 111, Sec. 29.22(a)-21(d), suggests that the income of such a trust 
would not be taxable to the settlor. The incongruity may result from one of those inad- 
vertent errors in drafting which bedevil tax administration. 

113 Pavenstedt II, at 11. 

114 Comm’r y. Barbour, 122 F. (2d) 165 (C.C.A. 2d, 1941), cert. denied, 314 U.S. 691 
(1941) ; Helvering v. Elias, 122 F. (2d) 171 (C.C.A. 2d, 1941), cert. denied, 314 U.S. 692 
(1941). See Ellis H. Warren, 45 B.T.A. 379, 385 (1941), aff’d, 133 F. (2d) 312 (C.C.A. 
6th, 1942). 

115 Comm’r v. Jonas, 122 F. (2d) 169 (C.C.A. 2d, 1941). Compare, however, the tenor 
of Hyman v. Nunan, 143 F. (2d) 425, 426-27 (C.C.A. 2d, 1944). In the Second Circuit 
the area of uncertainty as regards family trusts without directly retained administrative 
control lies somewhere between seven and ten years. Cf. Comm’r v. Berolzheimer, 116 F. 
(2d) 628 (C.C.A. 2d, 1940). 

At this point a mis-citation intervenes. Pavenstedt II, at 12-13, calls upon Frank E. 
Wolcott, 42 B.T.A. 1151 (1940), to sustain the proposition that in the Tax Court nine 
years is a long term. His reference to the Wolcott decision is too bare of material facts. 
The case dealt with four trusts providing for the return of the property, after periods 
ranging from nine to twenty-two years, if the grantor was then living. In this context, not 
involving an unconditional reversion of the property to the grantor or his estate, the Tax 
Court characterized the trusts as “long” term arrangements. Cf. Comm’r v. Branch, 114 
F. (2d) 985, 987 (C.C.A. Ist, 1940). However, the regulations do not impose tax in 
instances of conditional reverters unless the stated contingency “is of an insubstantial 
character.” The need to survive the passing of nine years in order to regain the property 
is troubled by enough uncertainty to be considered a “substantial” obstacle. The regula- 
tions do not reflect a general policy that trust income is taxable, whether the return of the 
property after nine years is certain or contingent upon survival. Compare the less friendly 
atmosphere enveloping the Wolcott case in Pavenstedt I, at 223, 232, n. 104, including, 
“The whole opinion seems to fly in the face of Mr. Justice Douglas’ clarion call for regard 
for the realities.” In Armstrong v. Comm’r, 143 F. (2d) 700, 703 (C.C.A. 10th, 1944), a 
twelve year term was described as “a fairly short period of time.” See also note 97, supra. 

116 Pavenstedt II, at 15. He also states that the “new rigid ten year rule” may ruthlessly 
fasten on trusts “created from wholly admirable motives of filial affection.” A reference 
to “admirable motives” is not fully responsive to the problems of avoidance in this area. 
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Are these contentions as convincing as they are emphatic ? “We have al- 
ready examined the thesis that the regulations must imitate the cases in 
such matters as family relationship and retained controls.**’ But since 
Mr. Pavenstedt has voluntarily chosen to rest his condemnation essentially 
on the cases, it is appropriate to add that his analysis of the cases is sub- 
stantially less than complete. It is equally proper to observe that before 
condemning administrative arrogance, one should consider relevant evi- 
dence to the contrary, especially if one is fully cognizant of the evidence 
and the evidence is offered by the Supreme Court."** Here, again, we may 
with profit refer to the penetrating perceptions of his first article. 

In that generally forgotten paper **® Mr. Pavenstedt emphasized that 
under Harrison v. Schaffner the income of any short term trust is taxable 


Many powers of appointment and life insurance policies are admirably motivated but 
nevertheless rightly taxed. The critical consideration is a particular device’s capacity for 
tax evil. Cf. Lorenz Iversen, 3 T.C. 756, 772 (1944): “We are not so much concerned 
here with petitioner’s motives as with the consequences of his acts.” See also Hyman v. 
Nunan, 143 F. (2d) 425, 428 (C.C.A. 2d, 1944). Furthermore, the Treasury has been 
sympathetic to settlors who are admirably motivated. They need only give away income 
for ten years and a day, thereby ridding themselves of the attendant tax and satisfying 
their admirable motivations. See note 112, supra, and cf. Part V. 

117 See Part I. 

118 When Mr. Pavenstedt sees fit to mention Supreme Court opinions which negative 
the need for family relationship, he relegates them to a footnote as “certain dicta” while 
reserving the text for lower court decisions. See Pavenstedt II, at 10. Even then Mr. 
Pavenstedt is inconsiderate to the lower courts. He mentions the Second Circuit and the 
Tax Court as opposed to the application of the Clifford principle unless the trust has a 
“family flavor.” For the Second Circuit he cites Comm’r y. Chamberlain, 121 F. (2d) 
765 (C.C.A. 2d, 1941), but fails to recognize Comm’r v. Lamont, 127 F. (2d) 875, 876 
(C.C.A. 2d, 1942), hinting that the days of the Chamberlain decision may be numbered. 
Nor does he tell us that the Chamberlain decision was rendered “not without some doubt.” 
121 F. (2d) at 766. His Tax Court citations snub more recent opinions which regard a 
short term as a mere assignment of income, so that the relationship between grantor and 
beneficiary is immaterial. See Lura H. Morgan, 2 T.C. 510, 514 (1943); W. C. Cartin- 
hour, 3 T.C. 482, 489 (1944) ; Thomas Ward Cullen, 3 T.C.M. 686, 691 (1944). He is 
additionally discourteous to Pavenstedt I, at 248, which states, despite the already decided 
Chamberlain case: “Furthermore, since in the assignment cases the identity of the donee 
is a matter of no consequence whatsoever, is it not oversanguine to anticipate that the 
Supreme Court would exempt the settlor of a trust merely because the beneficiary is not 
a relative?” Note also the approving comment in td. at 230: “It seems that the length of 
the trust term and the quantum of control reserved by the grantor weigh more heavily 
with the Board and the lower courts (except the Second Circuit) than degrees of 
relationship.” 

Mr. Pavenstedt discerns some significant implication in Comm’r v. Tower, 327 U.S. 
280, 288 (1946), which states that certain “family group arrangements” are frustrated by 
§ 22(a). The inference is that non-family arrangements are accordingly free of frustra- 
tion, though the Tower opinion instructs us to pay attention, as in Pavenstedt I, to the 
bad tidings of Helvering v. Horst, 311 U.S. 112 (1940), and Harrison v. Schaffner, 312 
U.S. 579 (1943). 

119 Admittedly there has been one instance of recollection. See note 10, supra. 
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to the donor.’” Harrison v. Schaffner dealt with an assignment of in- 
come, but the article correctly stressed “the close affinity between cases 
where income is deflected through the medium of a trust and by means 
of an assignment.” *** In the precise words of the Court, which were im- 
mediately followed by a citation of the Clifford case, “Income which the 
donor gives away through the medium of a short term trust created for 
the benefit of the donee is nevertheless income taxable to the donor.” *” 
The earlier paper also advised, and reasonably so, that under Helvering v. 
Fuller ** “the all-important—and perhaps, it may be ventured, the solely 
decisive—factor” in appraising the applicability of the Clifford rule is 
“the quantum of control retained by the grantor.” *** Then Mr. Paven- 
stedt went on to indicate that a ten year term, followed by a reversion, may 
supply the required control,’** and that the beneficiary’s identity seems 
wholly immaterial to the Supreme Court.*** Since he has vehemently ac- 
cused the Treasury of distorting the Clifford rule by isolating single 
factors, we should particularly notice his conclusion, after a thorough 
study of the Court’s opinions, that a “single factor which apparently will 
render the settlor taxable is the short duration of a trust with reversion to 
the grantor, even if there are no express reservations of control.” ** 

In view of Mr. Pavenstedt’s acute analysis of Supreme Court opinions, 
is a line drawn at ten or fifteen years, depending upon retained administra- 
tive controls, an “odious” expression of administrative discretion? *** 
Perhaps the proper question is whether the Treasury has not been ex- 
cessively generous to donors who give with less than an open hand. In the 
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120 Pavenstedt I, at 230. 

121 Jd. at 245. The trust income and assignment cases “ought not to be pigeon-holed 
separately. The tax practitioner must weigh the implications of decisions involving both 
when considering a problem connected with either.” Jd. at.214-15. See, in addition, id. 
at 240, n. 139. The affinity between the two classes of cases was reaffirmed later in 
Helvering v. Stuart, 317 U.S. 154, 167-68 (1942), which brought together the Clifford 
decision and Helvering v. Horst, 311 U.S. 112 (1940). In the Clifford case itself the 
Tax Court invoked the rule taxing assigned income to the assignor. George B. Clifford, 
B.T.A. Memo. Op., Sept. 26, 1938, CCH Dec. 10,446-B. But cf. 309 U.S. at 338, in 
which the doctrine of substantial ownership was kept apart from the rule relating to gifts 
of income. 

122 312 U.S. 579, 583 (1941). 

128 310 U.S. 69 (1940). 

124 Pavenstedt I, at 230. 

125 See id. at 245. But cf. id. at 247, n. 171. 

126 See id, at 248, 249. The Fuller opinion contains the “broad hint” that “family 
solidarity” will not be deemed by the Court “indispensable to bring the income of a term 
trust within the Clifford rule.” Id. at 220. “. . . if early reacquisition of dominion over 
corpus imports control, such control cannot be deemed affected by the identity of the 
beneficiaries.” Jd. at 224. 

127 Jd. at 249. 

128 As regards the reasonableness of the regulations in attributing a spouse’s adminis- 
trative powers to the grantor, see Part III. 
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days beyond recall Mr. Pavenstedt thought that a twenty-five year term 
trust, “with income irrevocably payable to the Republican Party,” might 
encounter the Clifford rule though the grantor kept “no control of any 
sort” over the corpus.** As far as we know, this view of possible tax 
consequences was not influenced by any peculiar vicarious satisfactions, 
measurable in monetary terms, which the particular donor would derive 
through the particular donee’s enjoyment of the income. Certainly Mr. 
Pavenstedt did not rely, in accordance with his recent advice to the 
Treasury, upon any intimate relationship between donor and donee. 
Mr. Pavenstedt’s reasoning may have soared too high above the cases. 
The same should hardly be said of the Treasury’s more modest claims if, 
as he has informed us, the Supreme Court “would undoubtedly deem the 
Schaffner case” applicable to an assignment of ten years’ income.** 


III. THe Power To GIvE AND Not To GIvE 


We consider next Mr. Pavenstedt’s charge that the Treasury has grossly 
mistreated trusts containing a power to dispose of income or corpus. The 
regulations set forth a general rule, qualified by five exceptions.*** Under 
the general rule, which is applicable “whatever the duration of the trust” 
may be, the grantor is taxable if “the beneficial enjoyment” of the corpus 
or income is subject to a power of disposition, “whether by revocation, 
alteration, or otherwise,” exercisable by the grantor, or a person lacking 
a substantial adverse interest in the corpus or income, or both.” As in 
the case of term trusts, surprising methods of criticism are put to work. 
Opinions which might yield inferences favorable to the regulations remain 
unmentioned and persuasive inferences of several years ago are treated as 
wholly unfit for belief. 

Even after allowance for the five exceptions to be examined shortly,** 
Mr. Pavenstedt condemns the general rule as completely unjustified.*™* 
Conceding that a power of disposition in the grantor “is treated as a very 
important factor in many decisions which have held the grantor taxable,” 
he insists that in all the cases “the grantor, either in his individual capacity 


129 Pavenstedt I, at 249. 

180 See note 121, supra. 

131 Reg. 111, Sec. 29.22(a)-21(d). 

182 The capacity in which the power is exercisable is immaterial, and it is a matter 
of indifference that the exercise “is subject to a precedent giving of notice or is limited 
to some future date.” 

188 See this Part, infra. In addition to the five exceptions the regulations exclude from 
the range of taxability all powers to apply income toward a beneficiary’s support which 
are covered by section 167 (c). The cases have considered such powers in appraising the 
extent of the donor’s retained contacts with the trust property. See, e¢.g., Estate of O. M. 
Banfield, 4 T.C. 29 (1944) ; I. A. Wyant, 6 T.C. 566 (1946). 

184 See Pavenstedt II, at 17-18. 
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or as trustee, retained other broad powers which were also fully con- 
sidered by the courts in reaching their conclusions.” He refers us to a 
decision **° which held that a power in the grantor to reshuffle the relative 
interests of three beneficiaries was insufficient to attribute the income to 
him. “This is a striking commentary,” he declares, “on the erroneous 
‘single factor’ philosophy underlying the new regulations, which embody 
a distortion, perhaps even a negation, of the philosophy of the Clifford 
case.” The Treasury’s rule is censured for going “even farther astray” 
in taxing income to the grantor because some other person controls the 
beneficial enjoyment of corpus or income. “No doubt this provision was 
inserted to close a loophole. But it is hardly consonant with the teaching 
of the Horst case *** that ‘the power to dispose of income is the equivalent 
of ownership of it.’” 

Again we pass over the general assumption about “single” factors as 
Mr. Pavenstedt passed over the same assumption in his earlier paper.?*’ 
His more specific complaints are three-fold. First, the cases do not sustain 
a tax on the grantor merely because he has retained a broad power to 
alter the beneficial interests in favor of anyone other than himself or his 
estate. Second, the case law squarely opposes liability if the grantor’s 
power is confined within a small group of beneficiaries. Third, the as- 
serted liability is even less justifiable if the power of disposition is in a 
third person. Naturally no interest is displayed in the possibility that the 
Treasury’s position is well fortified despite the cases. Apparently Mr. 
Pavenstedt cannot conceive of a valid regulation which deviates from a 
decision. Once more, however, we will look into the cases, for once more 
they have not been fully examined. At the same time we will revive some 
of Mr. Pavenstedt’s earlier observations because they are just as pertinent 
today as they were yesterday. 

There seems to be no case involving a grantor who, without retaining an 
additional power, reserved a power to revise the beneficial interests in 
favor of any persons other than himself or his estate. But the Treasury 
would be naive if it were impressed by the absence of such a case. The 
Third and Eighth Circuits have expressly held that so broad a power is 
sufficient to tax the settlor.*** “We think,” said the Third Circuit, “that a 





185 Hawkins v. Comm’r, 152 F. (2d) 221 (C.C.A. 5th, 1945). One judge dissented. 
Mr. Pavenstedt just about declares (at p. 18, n. 49) that if the Government loses a tax 
case in a circuit court of appeals while a judge dissents, the Government should auto- 
matically apply for relief to the Supreme Court. The latter tribunal has far more restricted 
notions concerning appellate proprieties. It is enough to mention Dobson v. Comm’r, 320 
U.S. 489 (1943). See Paut, Supplement To FeperaL Estate AND Girt TAXATION 
(1946) 520, n. 50. 

136 Helvering v. Horst, 311 U.S. 112, 118 (1940). 

187 See Part I. 

188 Brown v. Comm’r, 131 F. (2d) 640 (C.C.A. 3d, 1942), cert. denied, 318 U.S. 767 




















1947] THE CLIFFORD REGULATIONS 353 


settlor who is a person of means and who can control thespending of a 
fund, which she has set up, in every respect except spending it for herself 
is sufficiently the ‘owner’ of the fund to make its income taxable to her 
under § 22(a).”**® Mr. Pavenstedt may derive some theoretical solace 
from the additional presence of broad administrative powers in the Buck 
case,**° but only the rash would be similarly consoled in practice. They 
would at least realize that in the Eighth Circuit case the grantor was 
only one of three trustees and that he could not overrule his colleagues in 
the exercise of administrative powers. On reading the Buck opinion they 
would discover that “to make a gift is the essence of selfishness and the 
most effective way of asserting dominion over property.” *** If they con- 
tinued to read the same opinion, they would soon notice that a retained 
power to dispose of income in favor of anyone other than the grantor 
suffices to leave him the “owner” for tax purposes.**? They might then 
be worried by the thought appearing elsewhere that “The power which 
can be exercised over the lives of others by the ability to give or withhold 
money, is a substantial enjoyment.” *** And they would not be relieved 
on reading, “To a person of ample means the right to say who shall 
receive property and income may be a more important attribute of owner- 
ship than the right to use them for his own well-being.” *“* 


(1943) ; George v. Comm’r, 143 F. (2d) 837 (C.C.A. 8th, 1944), cert. denied, 323 U.S. 
778 (1944). In Newton Bissinger, 1 TCM 998 (1943), and Philip S. Harper, 3 TCM 
160 (1944), the donors were in effect taxed because of their power to revise beneficial 
interests. 

189 13] F. (2d) at 641. 

140 Comm’r v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1940). 

141 Jd. at 777. 

142 Jd. at 778. 

143 Littel vy. Comm’r, 154 F. (2d) 922, 924 (C.C.A. 2d, 1946). The “power to change 
the beneficiary constitutes a whip to make the current beneficiary conform to the grantor’s 
wishes, and hence amounts to virtually the same control over the income as is present 
in a revocable trust.” Rudick, The Problem of Personal Income Tax Avoidance (1940) 
7 Law & Contemp. Pros. 243, 258. In Hyman y. Nunan, 143 F. (2d) 425, 428 (C.C.A. 
2d, 1944), Judge Learned Hand remarked, in reference to the Brown and Buck decisions: 
“There were, it is true, distinguishable factors in both these trusts from that at bar, but 
these were of minor importance, the turning point being the power” to shift beneficial 
interests. See also John N. Fulham, 44 B.T.A. 1183, 1190 (1941). But cf. Littel v. 
Comm’r, 154 F. (2d) at 923, when discussing the Buck case. 

144 Lura H. Morgan, 2 T.C. 510, 515 (1943). Nor would their fears be alleviated 
because the Tax Court’s decision may have been partially influenced by the presence of 
administrative powers. See note 153, infra. If careful, they would also take notice of the 
following appearing in Lorenz Iversen, 3 T.C. 756, 771 (1944): “The retention by the 
grantor of the power to control the disbursements of the trust fund was considered 
sufficient to justify taxing the income to him under §22(a) in Brown v. Commissioner. 
...” See further Eleanor M. Funk, 7 T.C. 890, 894 (1946); Benjamin F. Miller, 3 
TCM 335, 337 (1944), aff'd, 147 F. (2d) 189 (C.C.A. 6th, 1945). Even as of today 
Mr. Pavenstedt should be worried, for he interprets Hyman v. Nunan, 143 F. (2d) 425 
(C.C.A. 2d, 1944), as taxing trust income to the grantor “because she reserved the power 
to substitute any beneficiary other than herself.” See Pavenstedt II, at 13. 
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They would be further perturbed by Mr. Pavenstedt’s earlier paper. 
He there inferred that the absence of family solidarity and an ultimate 
reversion “will not of itself preclude a finding of ownership based on the 
all-important consideration of control.” *** He also deduced that “the 
length of the trust term is, at most, a cumulative factor. Indeed, in view 
of Mr. Justice Douglas’ dictum in Helvering v. Fuller it may be argued 
that in some cases the longer the term, the more reason for taxing the 
grantor. . . . Ifa grantor to whom the corpus will never revert is taxable 
on its income because he retains control over the corpus for ten years, 
would the same not follow a fortiori if he projected his control even 
farther into the future?” *** Finally, he logically concluded, while still 
under the influence of the Buck case, that “non-retention of control over 
corpus will not help where control over the disposition of the income has 
been reserved.” Such a reservation was described as “fatal” though it 
represented only a “single factor.” ** 

In the light of Mr. Pavenstedt’s reasoning another permissible inference 
emerges. A power to redispose of income or property, no matter how 
sweeping in scope, is normally retained by the settlor because of the 
control it affords over those near and dear to him as well as the satisfac- 
tions attendant upon that control. The additional authority to sprinkle 
benefits to others is essentially irrelevant.*** Hence a retained power to 
rearrange the relative interests of spouse and children or of other bene- 
ficiaries may also be reasonably viewed as a suitable occasion for taxing 
the settlor.*° As Mr. Pavenstedt points out, the Fifth Circuit has expressly 
disapproved of liability merely on the basis of such a power.’ On the 
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145 Pavenstedt I, at 220. Cf. Brunner, Taxability of Trust Income to the Grantor (1943) 
21 Taxes 310. But cf. Cleary, Trends in Income Taxation of Inter Vivos Trusts (1940) 
18 Taxes 403, 452. 

146 Pavenstedt I, at 224-25. 

147 Jd. at 249. The following is contained in id. at 247, n. 171: “. .. in the trust cases 
the mere existence of the power of reallocation, whether exercised or not, is under the 
Buck decision sufficient reason for taxing the grantor.” See, in addition, id. at 248. 

148 See Eisenstein, Powers of Appointment and Estate Taxes: II (1943) 52 Yate L. J. 
494, 506. Those near and dear are not necessarily close relatives. 

149 The estate and gift tax provisions taxing the exercise and release of powers of 
appointment exempt those powers which are confined to the donee’s closest relations. 
I.R.C. §§ 811(£) (2) (A), 1000(c) (1). This immunity for the very powers which should 
be taxed is attributable to special estate tax circumstances apart from powers of appoint- 
ment. See PAaut, SUPPLEMENT TO FEDERAL EstaTE AND Girt TAxaTIon (1946) § 9.30; 
Eisenstein, Powers of Appointment and Estate Taxes: II (1943) 52 Yate L. J. 494, 506. 

150 See note 135, supra. The Government has succeeded where a power to rearrange 
relative interests in income was combined with broad administrative powers. See, for 
example, Stockstrom vy. Comm’r, 148 F. (2d) 491 (C.C.A. 8th, 1945), cert. denied, 326 
U.S. 719 (1945) ; Funsten v. Comm’r, 148 F. (2d) 805 (C.C.A. 8th, 1945) ; Stockstrom 
v. Comm’r, 151 F. (2d) 353 (C.C.A. 8th, 1945); Steckel v. Comm’r, 154 F. (2d) 4 
(C.C.A. 6th, 1946); Estate of Standish Backus, 6 T.C. 1036 (1946). But cf. Lewis 
Barker, 2 TCM 797 (1943), emphasized in Pavenstedt II, at 23-24, without noting that 
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other hand, the Tax Court had thought the law “well settled” in favor of 
the Government ; ** the Eighth Circuit has expressly reserved the question 
for another day ; *** and Tax Court dicta regard a grantor as taxable if he 
retains “the absolute power to distribute the income among various bene- 
ficiaries.” *** The Treasury should be additionally encouraged by Mr. 
Pavenstedt, who has thought it “quite conceivable” that a reserved power 
to allocate income among the donor’s wife and children constitutes taxable 
ownership under the Clifford rule.*** 

If we view the matter as responsible and reasonable administrators, the 
conclusion stares us in the face. A regulation which categorically dis- 
tinguished between retained powers of disposition exercisable within a 
restricted class and more inclusive powers of disposition would weakly 
“grasp at a shadow while the substance escapes.” *** Donors would enjoy 
full freedom, untrammeled by income tax liability, to move the income 
about among those who would normally receive the income in the absence 
of a trust. Perhaps it is thought that donors wouid feel themselves sub- 
stantially the poorer after reserving the power. Yet it is somewhat doubt- 
ful whether they would generally agree in private conversation. Mr. 
Pavenstedt might insist that not all donors are motivated by avoidance 
and that trusts reserving a power over beneficial interests may have been 
innocently inspired. But his insistence would at most establish that in- 
nocents have infiltrated among the guilty and that some exception should 
be made for the former. When innocents freely mingle with the guilty, 
some innocents are bound to suffer unless the guilty are to escape.*** In 


the Barker case does not stand up too well in the light of Williamson v. Comm’r, 132 F. 
(2d) 489 (C.C.A. 7th, 1943), and other decisions. See note 206, infra. 

151 Frank Hawkins, 3 TCM 1135 (1944). 

152 See Stockstrom v. Comm’r, 148 F. (2d) 491, 496 (C.C.A. 8th, 1945), cert. denied, 
326 U.S. 719 (1945). But cf. Stockstrom v. Comm’r, 151 F. (2d) 353, 356 (C.C.A. 8th, 
1945): “. .. power to shift income from one beneficiary to another constitutes control 
and amounts to the realization of economic gain.” See also Funsten v. Comm’r, 148 F. 
(2d) 805, 809 (C.C.A. 8th, 1945). Cf. Comm’r v. Tower, 327 U.S. 280, 288 (1946), in 
which the purpose of §22(a) is “to tax all income against the person who controlled 
its distribution.” 

153 Eleanor M. Funk, 7 T.C. 890, 894 (1946). To quote Edward Mallinckrodt, Jr., 
2 T.C. 1128, 1136 (1943), aff'd, 146 F. (2d) 1 (C.C.A. 8th, 1945), cert. denied, 324 U.S. 
871 (1945): “For a case wherein it was held that the power under a trust to appoint 
corpus and accumulated income among nieces and nephews upon termination of the trust 
fourteen years hence was sufficient to make the trust income that of the holder of the 
power under section 22(a), see Lura H. Morgan, 2 T.C. 510.” Cf. Hall v. Comm’r, 150 F. 
(2d) 304, 307 (C.C.A. 10th, 1945): “. .. it has been held that the power to shift the 
income from one beneficiary to another is the realization of economic gain within the 
statute.” 

154 See Pavenstedt I, at 239, n. 138, referring to the trust arrangement in Welch vy. 
Paine, 120 F. (2d) 141, 144 (C.C.A. Ist, 1941). 

155 Cf, Bullen v. Wisconsin, 240 U.S. 625, 630 (1916). 

156 See note 63, supra. 
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the present case the regulations have made a genuine attempt to protect 
the innocents without playing into the hands of tax avoiders. They could 
not have done much more without giving avoiders the green light.** 
In appraising the deep concern over powers exercisable by third persons, 
we may at once dismiss the reference to the Horst case.*** Mr. Justice 
Stone’s statement that the “power to dispose of income is the equivalent 
of ownership of it” **° did not imply that a settlor is automatically rid of 
income tax if another person may dispose of the income. Mr. Pavenstedt 
might just as well say that section 166 “is hardly consonant with the teach- 
ing of the Horst case;” for that section taxes income of a revocable trust 
to the settlor when the power of revocation is in another. As regards the 
more relevant cases, it is true that a number of decisions refuse to at- 
tribute to the settlor a power of disposition held by another.” But it is 
also true that additional decisions, which remain unmentioned, do not 
refuse.** In one case the wife is respected as an independent soul; in 
another she is considered strictly subservient or amenable to persuasion. 
At times trusteeships in others have been deemed ruggedly self-sufficient ; 
at others, mere shadows of authority. A beneficiary’s substantial adverse 
interest is either played up or down. Hence, as in other instances, the 
cases in the lower courts constitute “a quagmire of particularities.” *” 
Mr. Pavenstedt is rather reserved as to the light which the Supreme 
Court has shed on powers held by other persons. His reticence is bound 
to excite wonder because his earlier paper derived a good deal of light 
from the Court. The illumination was so bright that he fearlessly ven- 
tured where the regulations have hesitated to-tread. On the prior occasion 
Hormel v. Helvering ** indicated that “in family trust cases” the Court 
“might consider one spouse the alter ego of the other (and, should it do 
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157 See this Part, infra. 

158 Helvering v. Horst, 311 U.S. 112 (1940). 

159 Jd. at 118. 

160 Estate of Standish Backus, 6 T.C. 1036 (1946)—power in husband; John Stuart, 
2 T.C. 1103 (1943)—power in wife and brother ; Lillian M. Newman, 1 T.C. 921 (1943)— 
power in husband with substantial adverse interest; Robert S. Bradley, 1 T.C. 566 
(1943)—power in attorney, broker and bookkeeper; Wilfred J. Funk, 3 TCM 100 
(1944)—power in wife with substantial adverse interest. 

161 Byerly vy. Comm’r, 154 F. (2d) 879 (C.C.A. 6th, 1946)—power in wife, subordinate 
executive and consulting accountant; DeWitt Wallace, 3 TCM 718 (1944)—formally 
controlling power in brothers and business associate. Cf. Downie v. Comm’r, 133 F. (2d) 
899 (C.C.A. 6th, 1943)—power in grantor in conjunction with brother or sister having 
substantial adverse interest; Jacobs v. Comm’r, 129 F. (2d) 99 (C.C.A. 5th, 1942)—power 
in grantor and wife having substantial adverse interest; Arthur J. Hooks, 3 TCM 899 
(1944)—power in sons-in-law and business associate. See also O. G. Richter, 46 B.T.A. 
724 (1942), in which the grantor was held to have “a measure of control” because he 
could terminate the trust with the consent of his wife, who was income beneficiary. 

162 Cf, McDonald v. Comm’r, 323 U.S. 57, 65 (1944). 

168 312 U.S. 552 (1941). 
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so, a similar treatment of other close relatives would seem predictable) .” ** 


“Hence the appointment of a wife or husband as trustee” would “‘presum- 
ably be treated as what it almost invariably is, an empty gesture.” **° 
Mr. Pavenstedt proposed “a similarly realistic approach” if “a third party 
is appointed trustee.” His relentless realism at the time cast grave doubt 
upon the independence of lawyers and intimate friends as well as sub- 
ordinate officials.*®* 

“Indeed,” Mr. Pavenstedt observed approvingly,’ “it seems that at 
long last the courts are admonished to take judicial notice of matters 
which have always been within the ken of even unsophisticated laymen.” 
The “normally prudent grantor, who realizes that family solidarity may 
be weakened by the development of opposing points of view between 
parent and child and perhaps even between husband and wife, does not 
place the bulk of his property in trust; he retains more than he segre- 
gates.*°* Therefore, he keeps the whip hand since his wife and children 
still depend on his pleasure as to the largest part of their prospective in- 
heritance. Thus, even disregarding the effect of ties of blood and affection, 
it is contrary to normal human conduct to assume that the beneficiaries of 
a family trust will use the income which they receive contrary to the 
grantor’s desires, that they will seek the protection of the courts if the 
grantor abuses such powers as he may have retained in an ostensibly 
fiduciary capacity, or that they will refuse to exercise powers granted them 
whenever the grantor so requests.” Mr. Pavenstedt held the substantial 
adverse interest concept in sections 166 and 167 “largely responsible for 
an unrealistic approach to this question.” He therefore proposed that “an 
analysis of all the circumstances attendant on the creation of a family 
trust, such as the Clifford opinion calls for, should include consideration 
of the grantor’s total wealth and that the courts and the Board should 
deem absence of any adverse interest in the beneficiaries of such a trust a 
rebuttable presumption.” *° 

There is much to be said for Mr. Pavenstedt’s now discarded realism.*” 

164 Pavenstedt I, at 220. 

165 Jd, at 227. Now Mr. Pavenstedt believes that in attributing a spouse’s power to the 
grantor the Treasury is in effect attempting to legislate compulsory joint returns. The 
distinction between the Treasury’s treatment of spouses and mandatory joint returns is 
so obvious that any prolonged discussion is superfluous. See Pavenstedt I, at 250, where 
the distinction was considered clear enough. Mr. Pavenstedt is following the ancient 
custom of inducing fear and fright through “a parade of imaginary horribles.” 

166 Jd, at 228. 

167 Td. at 235. 

168 See Learned Hand, J., in Littel v. Comm’r, 154 F. (2d) 922, 924 (C.C.A. 2d, 1946). 

169 Cf. Greenfield, Correlation of Federal Income, Estate and Gift Taxes (1942) 16 
TEMPLE L. Q. 194, 199-200; Ray, The Income Tax on Short Term and Revocable Trusts 


(1940) 53 Harv. L. Rev. 1322, 1328-29. 
170 See Lorenz Iversen, 3 T.C. 756, 769-70 (1944). “Examining these intimate family 











358 TAX LAW REVIEW [Vol. 2: 


A grantor “can remain the true owner of property by the selection of 
sufficiently pliable recipients of the trust benefits.” *** Yet the Treasury 
may have considered its rule-making power inadequate to achieve the 
results he desired. Or the Treasury may have felt that ease of administra- 
tion and the assurance of certainty would be gravely imperiled.*"? Per- 
haps this belief was correlated with section 166, which in any event must 
have influenced the Treasury’s conclusion. A settlor is not taxable under 
that section if his reacquisition of the trust property hinges on the dis- 
cretion of another person having a substantial adverse interest in the 
property or income.*** The Treasury must have sensed an incongruity if 
the substantial adverse interest concept is disregarded under the Clifford 
doctrine although applicable to fully revocable trusts in section 166. The 
same section probably prompted a conclusion more to the Government’s 
liking. If the person possessed of the power has no substantial interest 
opposed to revocation, the power is attributed to the settlor. Within its 
narrow limitations the section reflects the common knowledge that settlors 
repose powers in friends, relations and others who will be amenable to 
persuasion.*"* The Treasury availed itself of the same information in 
dealing with lesser powers to dispose of corpus or income among 
beneficiaries. 

Once the Treasury identified a reserved power to shift beneficial in- 
terests as substantial ownership, some provision had to be made for 
similar powers bestowed on others. Mr. Pavenstedt may now think that 


trusts, one must recognize an element of unreality in the inquiry whether a beneficiary’s 
interest is substantially adverse to the grantor. . . . In many cases the grantor may have 
full confidence in the compliant disposition of the member of the family he selects to share 
his power of revocation, even though such member is named as beneficiary of a handsome 
interest in the trust. The very fact that the grantor reserved a power to revoke indicates 
a mental reservation on his part as to the finality of the gift; and if the grantor wishes 
to hold on to a power of recapture, it stands to reason he will vest the veto power in 
someone whose acquiescence he can count on.” Comm’r vy. Prouty, 115 F. (2d) 331, 335 
(C.C.A. Ist, 1940). 

171 John R. MacManus Trust, 44 B.T.A. 508, 512 (1941). 

172 The Treasury’s possible fears in this respect may have been fortified by Helvering 
v. Stuart, 317 U.S. 154 (1942), which similarly pointed toward a factual examination on 
each occasion as long as the courts had to study all the circumstances surrounding the 
trust. In that case, involving broad powers in the grantor’s wife and brother, Mr. Justice 
Reed declared (at 169), “Family relationship evidently played a part in the selection of 
the trustees. On the other hand, broad powers of management in trustees, even though 
without adverse interest, point to complete divestment of control... .” In instructing 
the triers of fact to determine which of the two conflicting inferences should prevail, the 
Court assumed that the inferences would vary in relative strength from case to case. So 
meticulous a realism would have appreciably frustrated the quest for certainty. 

178 For references to the recent decisions on the substantial adverse interest concept, 
see Paut, SUPPLEMENT TO FeperAL Estate AND Girt Taxation (1946) § 17.10. 

174 See Reinecke v. Smith, 289 U.S. 172, 178 (1933). Cf. Helvering v. City Bank 
Farmers Trust Co., 296 U.S. 85, 90-92 (1935). 
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a good Treasury should never or hardly ever tax a grantor because a 
power of redisposition is held by another. If so, he would invite whole- 
sale tax avoidance through docile or compliant assistants. While powers 
are given to others because of “ability and integrity,” **° they are just as 
naturally given because of cooperative inclinations. To mention the 
obvious, a general amnesty for powers held by others would encourage 
husbands to vest powers in their wives in an effort to by-pass the income 
tax. Without implying that “husband and wife are one, and that one the 
husband,” *** we may safely say, as Mr. Pavenstedt formerly said, that 
the husband would generally retain, in the overworked language of tax 
law, dominion in substance though not in form.’ If the wife were the 
grantor and the husband the donee of the power, reasonable men might 
consider the change equally insubstantial. It is always possible that “a 
wife will yield to her husband’s judgment” in the control of beneficial 
interests, but “the creation of a trust, though an evidence of her confidence, 
is not likely much to increase his control.” *** To come to the crux of the 
matter, the relative strengths of the sexes are basically irrelevant. In 
both situations neither spouse is “a complete stranger” to the other; a 
power created by one and held by the other is one of those “bed chamber 
arrangements” *”* not intended as a significant shift in actual dominion ; 
and an exoneration of the grantor would “let mere formalism obscure the 
normal consequences of family solidarity” and “force concepts of owner- 
ship to be fashioned out of legal niceties which may have little or no 
significance in such household arrangements.” **° 

The avoidance implicit in the husband-wife relationship may be dupli- 
cated via other relationships. Various relatives are obligingly compliant 
for various reasons. Then there are cooperative employees and business 
associates in addition to such crude devices as family corporations. Even 


175 See Robert S. Bradley, 1 T.C. 566, 574 (1943); Lillian M. Newman, 1 T.C. 921, 
925 (1943) ; John Stuart, 2 T.C. 1103, 1112 (1943). 

176 See Hoeper v. Tax Commission, 284 U.S. 206, 219 (1931). 

177 Cf, Wilfred J. Funk, 3 TCM 100 (1944), for a good example of successful avoidance 
through a wife-trustee, who had a substantial adverse interest. 

178 Cf, Learned Hand, J., in Helvering v. Elias, 122 F. (2d) 171, 173 (C.C.A. 2d, 1941), 
cert, denied, 314 U.S. 692 (1941). “The wife’s agreement to substitute entirely the hus- 
band’s judgment for her own in matters as personal to her as her customary habitual 
gifts to the poor was exactly analogous to the promise to obey in the wedding ceremony.” 
Woodrough, J., dissenting in United States v. Pierce, 137 F. (2d) 428, 433 (C.C.A. 8th, 
1943). 

179 See Paut, Strupres 1n Feperat Taxation (1937) 151. 

180 See Hormel v. Helvering, 312 U.S. 552, 559 (1941). But cf. Estate of Frederick S. 
Fish, 45 B.T.A. 120, 124 (1941), appeal dismissed, C.C.A. 2d, April 6, 1942. There is no 
evidence in the Hormel case that a spouse’s capacity for behaving like a stranger increases 
as the term stretches out. Helvering v. Stuart, 317 U.S. 154 (1942), contains evidence 
to the contrary. 
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lawyers are not above suspicion.*** Perhaps Mr. Pavenstedt believes that 
every donee of a power should be individually scrutinized for actual sub- 
servience. The administrative disadvantages of this approach are too 
plain for an extended discussion. Subservience is not fully advertised 
for the Government’s benefit. Formal records often conceal more than 
they reveal. When things go well and differences are unimportant, amena- 
bility is easily mistaken for independence. Repeated allegations and denials 
of subservience would quickly breed the very kind of litigation which the 
regulations are intended to eliminate and which Mr. Pavenstedt himself 
seems to deplore.*® 

Yet it seems administratively inappropriate to declare all settlors taxable 
because a power to shift beneficial interests is held by another person lack- 
ing a substantial adverse interest. Trusts are not always created to avoid 
taxes,*** and control over benefits may be lodged in a third person to 
assure flexible responses to changing needs. How, then, is the wheat to 
be skillfully separated from the chaff? The Treasury has attempted to 
deal with this extremely troublesome problem by establishing five excep- 
tions to the general rule, *** designed to reconcile the legitimate demands 
of trust administration and the legitimate demands of the Clifford prin- 
ciple. These exceptions are generally based on the scope and. potentialities 
of the power involved, thereby avoiding extended factual inquiries con- 
cerning dominant and subservient personalities in each individual case.” 
Possibly these exceptions are not sufficiently alert to the requirements of 
innocent flexibility. It may be advisable to sacrifice some certainty by 
presuming the independence of certain trustees, such as corporate fiduci- 
aries and attorneys, subject to rebuttal in the individual case. Or perhaps 
conclusive presumptions of independence should be established in care- 
fully defined instances. These are problems which the Treasury will 
probably continue to study in order to reach the best of all “appropriate” 
administrative answers.**® We consider the exceptions as we find them, 
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181 Cf. Phipps v. Comm’r, 137 F. (2d) 141, 143 (C.C.A. 2d, 1943), treating a family 
corporation, a grantor’s lawyer, his financial adviser, and his close friend and business 
associate as birds of a feather. But compare the more charitable regard displayed in 
Robert S. Bradley, 1 T.C. 566 (1943), for an attorney, broker and bookkeeper. How- 
ever, the Tax Court’s conclusion was anchored to the ascertained fact that the trustees 
had exercised an independent judgment. 

182 See Pavenstedt II, at 8, 24. 

188 Cf, Eisenstein, Modernizing Estate and Gift Taxes (1946) 24 Taxes 870, 872. 

184 Reg. 111, Sec. 29.22(a)-21(d) (1-5). 

185 Cf, Haggar Co. v. Helvering, 308 U.S. 389, 398 (1940), stating that “administrative 
or governmental convenience or purpose” represents “those reasons which ordinarily lead 
courts to give persuasive force to an administrative construction and which justify their 
acceptance of it in preference to their own.” 

186 See Part I. 
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while fully realizing that regulations may be valid though we might have 
drawn them differently.** 

We are told that the five exceptions “are limited so stringently that 
they are ineffective to save the grantor from taxation in the very situations 
where the courts have seen fit todo so. Here again the new regulations may 
well be characterized as administrative legislation, for they certainly 
interpret no existing law.” *** These criticisms deserve a few comments 
in order to clarify the context of inquiry. Mr. Pavenstedt’s invocation of 
some mystical “existing law’ has already been examined and found 
puzzling. Whatever “law” there is derives from the Clifford decision, 
which sanctions the promulgation of “appropriate regulations.” The 
question of “appropriateness” focuses upon a significant detail which 
Mr. Pavenstedt does not emphasize. Under the regulations a donor is not 
confined to one exception at a time. The permitted cumulation of excep- 
tions would seem to be material evidence on the issue of administrative 
reasonableness. Otherwise we might obtain a distorted impression of the 
liberties donors enjoy without paying a price in income tax. In addition, 
we should recall that regardless of the five exceptions a power of disposi- 
tion does not render the grantor taxable if held by any person having a 
substantial adverse interest.*®° 

The first exception specified by the regulations is a power exercisable 
only by will, other than a power in the settlor to appoint the income of the 
trust if the income is or may be accumulated for such disposition by him.**° 
The exception to the exception is attacked in reliance on the Bateman 
opinion,*** which refused to tax the settlor on income accumulated during 
her life for appointment by her at death. Mr. Pavenstedt’s summary of 
the case is unnecessarily laconic. For instance, he might have mentioned 
that Judge Magruder, who wrote the opinion, candidly confessed his 
doubts as to his conclusion.*®? In considering the Horst decision ** in- 
applicable, Judge Magruder was additionally troubled by “some misgiv- 
ings.” Another unmentioned circumstance is the fact that the trust was 
established in 1904 when there were no income taxes to avoid. This 
circumstance does not deserve to be dismissed as wholly immaterial, for 


187 See ibid. 

188 Pavenstedt II, at 18. 

189 See this Part, supra. 

190 If the income may, in the discretion of another person, be accumulated for the 
grantor’s disposition, the grantor is taxable only if the other person lacks a substantial 
adverse interest. 

191 Comm’r v. Bateman, 127 F. (2d) 266 (C.C.A. Ist, 1942). 

192 See Stanley J. Klein, 4 T.C. 1195, 1201 (1945), aff’d, 154 F. (2d) 58 (C.C.A. 3d, 
1946). Cf. Reginald B. Parsons, 44 B.T.A. 1142 (1941). 

193 Helvering v. Horst, 311 U.S. 112 (1940). 











362 TAX LAW REVIEW [Vol. 2: 


the First Circuit was undecided whether similar trusts created today 
would be similarly treated.** 

Let us suppose that the First Circuit is now as fully persuaded by the 
Bateman decision as Mr. Pavenstedt is. We are still left with the interest- 
ing question why he is so troubled by the Treasury’s refusal to acquiesce 
in the decision. An accumulation of income for disposition by the settlor 
might reasonably be regarded as one of the most obvious of avoidance 
schemes. Mr. Clifford was generous enough to give his wife some income 
for five years of his life. Under the Bateman arrangement the settlor 
gives nothing until he dies. There is not even a “temporary reallocation” 
of income to others. The settlor is a complete dog in the manger, while 
accumulating income “without the payment of those taxes which would 
have been paid if he had himself made the accumulations without the 
benefit of the trust device.” **° The arrangement in the Bateman case 
was not “a contrivance to avoid surtaxes” but it is “strangely suited to that 
purpose.” *** Exercising its discretion, the Treasury wisely refrained from 
being as sympathetic as Mr. Pavenstedt. 

The second exception, which also prompts him to be unduly sympathetic, 
is a power to determine the beneficial enjoyment of corpus or income 
irrevocably payable to charitable beneficiaries. Unless some other excep- 
tion saves the day, the settlor is taxable if the power affords a choice be- 
tween individual beneficiaries and charitable beneficiaries. The second 
exception is accused of treason to Helvering v. Bok,’*' in which the Third 
Circuit exonerated a settlor from tax under these circumstances: the 
length of the term was about four years; the beneficiaries were a charity 
and approximately thirty individuals, including remote relatives; and the 
three trustees, who were the settlor’s adult sons and another person, were 
authorized to allocate the income among the beneficiaries. Only an ex- 
traordinary respect for the trust device would induce the belief that the 
Bok decision is worthy of administrative allegiance. In regretting the 
Treasury’s disloyalty, Mr. Pavenstedt does not refer to his earlier paper *** 
divulging why the decision is disloyal to Harrison v. Schaffner.**? The 
same paper fosters the suspicion that the second exception is an unnecessary 
display of administrative generosity.*”° 





194 127 F. (2d) at 271, 274, 275. 

195 See Stanley J. Klein, 4 T.C. 1195, 1201 (1945), aff’d, 154 F. (2d) 58 (C.C.A. 3d, 
1946). The device is akin to a corporation in which earnings and profits are accumulated 
to avoid surtaxes on the stockholders. 

196 Cf, Stix v. Comm’r, 152 F. (2d) 562, 564 (C.C.A. 2d, 1945). 

197 132 F. (2d) 365 (C.C.A. 3d, 1942). 

198 See Pavenstedt I, at 248. 

169 312 U.S. 579 (1941). 

200 See Pavenstedt I, at 249; and cf. note 275, infra. 
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The third exception is a power merely enabling “the grantor or another 
person to distribute or apply income to or for a current income beneficiary 
or to accumulate such income for him,” if either one of two stated con- 
ditions is satisfied. Under the first condition accumulations “must ulti- 
mately be payable to the beneficiary from whom distribution or application 
is withheld.”” Under the second condition, which is relevant only if ac- 
cumulations are “payable upon the complete termination of the trust or in 
conjunction with a distribution of corpus,” the accumulations must be 
“ultimately payable to the current income beneficiaries in shares which 
have been irrevocably specified in the trust instrument.” A final sentence 
makes the third exception applicable “although it is provided that if any 
beneficiary does not survive the date of distribution, the share of such 
deceased beneficiary is to be paid to a designated alternate taker, other than 
the grantor or his estate, if such date may reasonably be expected to occur 
within the beneficiary’s lifetime, and if the share of such alternate taker 
has been irrevocably specified in the trust instrument.” 

As regards the third exception, the basic consideration is whether the 
accumulated income may, in the discretion of the settlor or a person 
lacking a substantial adverse interest, be freely routed from the current 
income beneficiary to a successor beneficiary. If this shifting is author- 
ized, the settlor is taxable under the general principle that a power to 
move income about is taxable ownership. The Tax Court has detected 
little practical difference between a power to shift income among named 
beneficiaries and a power to shift income from a named income beneficiary 
to unascertained remaindermen. In both cases there is an “absolute, con- 
tinuing right to say who shall and who shall not enjoy the income.” ** 
However, in the interests of flexibility the third exception sanctions a 
limited measure of tax-free authority to shift income from one person to 
another. More specifically, a settlor is taxable on trust income if, for 
example, he designates his son as initial income beneficiary for life and 
his grandchildren as remaindermen, retains a power to pay out or ac- 
cumulate the income, and provides that all accumulations are to pass to 
the remaindermen. On the other hand, the settlor is not taxable if the 
accumulations are ultimately payable in the first instance to the son at the 
age of fifty, or, if he dies earlier, to the grandchildren in equal shares. 
Or let us assume that two sons of about the same age are designated as 
income beneficiaries, that the settlor may pay out income to either or ac- 
cumulate the income until the younger becomes forty, and that corpus 
plus accumulations are then payable in equal shares to both, subject to 
specified remainders over. In this case, if the settlor in his discretion dis- 


201 Harry Edison, 3 TCM 531, 534 (1944), aff’d, 148 F. (2d) 810 (C.C.A. 8th, 1945), 
cert, denied, 326 U.S. 721 (1945). 














364 TAX LAW REVIEW [Vol. 2: 













































tributes more income to one son than to the other, a portion of the ac- 
cumulated income is ultimately payable to a beneficiary other than the one 
from whom the portion is withheld. Nevertheless the settlor is not taxable 
because any accumulations “are payable upon the complete termination 
of the trust.” ?” 

Mr. Pavenstedt states that the limitations contained in the third ex- 
ception are “directly contrary” to Helvering v. Stuart.? That case in- 
volved three trusts, each for the benefit of an adult child. The trustees 
were the settlor, his wife and his brother. For a period of fifteen years 
the trustees, in their discretion, could either pay the income to each child 
or accumulate the income. All accumulations were eventually to be paid 
over to other beneficiaries. The trustees had, in effect, a power to shift 
income from the children to successor beneficiaries. In considering the 
power to pay out or accumulate income, the Supreme Court said, “Plainly, 
these distributions or accumulations were to be used for the economic 
advantage of the children . . . and to the amount of these distributions 
and accumulations would satisfy the normal desire of a parent to make 
gifts to his children.” But “this alone” was declared insufficient to tax 
the settlor because ““No Act of Congress manifests such an intention.” 7% 

The Stuart opinion raises a substantial question whether the regula- 
tions may validly tax a settlor because of a power to shift income from a 
current beneficiary to a successor through the process of accumulation. 
A substantial question does not ordain a fatal answer. The Court could 
sustain the tax without much difficulty. In the Stuart case the power to 
pay out or accumulate income was appraised only in terms of the settlor’s 
“non-material satisfactions” in providing for each child. The opinion 
did not examine the power as a means of discriminating between bene- 
ficiaries.°°* Yet this power to discriminate has been often considered a 
most substantial attribute of ownership.” A power to withhold income 


202 The settlor is also not taxable because the accumulations are payable in conjunction 
with a distribution of corpus. 

203 317 U.S. 154 (1942). See Pavenstedt II, at 19-20. 

204 317 U.S. at 168. 

205 The Government did not claim, as Mr. Pavenstedt asserts, that “the trustee’s power 
to accumulate was sufficient to require the income of the trust to be taxed to the grantor.” 
See Brief for Petitioner, Helvering v. Stuart, at 31-32. The limited scope of the Court’s 
opinion, when dealing with the power to distribute or accumulate the income, is indicated 
by its statement that a tax based on satisfactions deriving from gifts to one’s child would 
necessarily reach a father who creates “a simple trust with a disinterested trustee for 
the benefit of his adult child.” 317 U.S. at 168. Cf. Helvering v. Elias, 122 F. (2d) 171, 
172-73 (C.C.A. 2d, 1941), cert. denied, 314 U.S. 692 (1941) ; Comm’r v. Bateman, 127 F. 
(2d) 266, 273 (C.C.A. Ist, 1942). A trust enabling the free shifting of income from one 
beneficiary to another is not exactly analogous to “a simple trust.” 

206 No case taxes a grantor solely because of such a power to shift income. But the 
power has been considered a vital incident of ownership if reserved in conjunction with 
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distributions may secure to the donor “virtual control over the bene- 
ficiaries’ use of the income as well.” *°’ Furthermore, the power should 
now be considered against the comprehensive background of the detailed 
regulations. Donors are afforded freedom to create discretionary powers 
without paying an income tax. The Treasury has attempted to make 
certain that the powers are not too cooperative in assuring the donor of 
continuing substantial ownership.”* Nevertheless under the third excep- 
tion the grantor escapes tax though he may withhold all income distribu- 
tions during his lifetime.” 

The fourth exception is a power enabling the settlor or another person 
“to pay out corpus to or for a current income beneficiary, provided that 
any such payment of corpus must be chargeable against the proportionate 
share of corpus held in trust for the payment of income to such bene- 
ficiary as if such corpus constituted a separate trust, or provided that the 


broad administrative authority. See Stockstrom v. Comm’r, 148 F. (2d) 491 (C.C.A. 
8th, 1945), cert. denied, 326 U.S. 719 (1945) ; Edison v. Comm’r, 148 F. (2d) 810 (C.C.A. 
8th, 1945), cert. denied, 326 U.S. 721 (1945); Ben F. Hopkins, 5 T.C. 803 (1945), aff'd, 
157 F. (2d) 679 (C.C.A. 6th, 1946); Anna Morgan, 5 T.C. 1089 (1946); Harold F. 
Jones, 6 T.C. 412 (1946). Cf. Miller v. Comm’r, 147 F. (2d) 189 (C.C.A. 6th, 1945) ; 
Alex McCutchin, 4 T.C. 1243 (1945). In a number of cases the grantor has been taxed 
although accumulations were ultimately payable in the first instance to the beneficiary 
from whom the accumulated income was withheld. See, for example, Ellis H. Warren, 
45 B.T.A. 379 (1941), aff'd, 133 F. (2d) 312 (C.C.A. 6th, 1942); Lillian R. Chertoff, 
6 T.C. 266 (1946) ; M. Friedman, 7 T.C. 54 (1946) ; Leslie H. Green, 7 T.C. 263 (1946). 
Under the regulations the grantor is not taxable in such circumstances even if the grantor 
has broad administrative powers as fiduciary. See Part IV and note 41, supra. Cf. Arm- 
strong v. Comm’r, 143 F. (2d) 700 (C.C.A. 10th, 1944); Hall v. Comm’r, 150 F. (2d) 
304 (C.C.A. 10th, 1945); Cushman v. Comm’r, 153 F. (2d) 510 (C.C.A. 2d, 1946) ; 
David Small, 3 T.C. 1142 (1944) ; Alice Ogden Smith, 4 T.C. 566 (1945) ; J. M. Leonard, 
4 T. C. 1271 (1945); Alma M. Myer, 6 T.C. 77 (1946); W. L. Taylor, 6 T:C. 201 
(1946) ; David L. Loew, 7 T.C. 363 (1946). See also the distinction drawn in I. A. Wyant, 
6 T.C. 566 (1946). 

207 See Lorenz Iversen, 3 T.C. 756, 770 (1944). 

208 Pavenstedt II, at 21, cites two decisions as refusing to tax the grantor solely because 
of a power to shift income through accumulation. The mere fact of administrative 
deviation from these cases does not prove that the deviation is unreasonable. Another 
case reference (id. at 20) is intended to establish that the Treasury has no authority to 
attribute to the grantor powers held by others. Again Mr. Pavenstedt’s citations are 
peculiarly one-sided. See note 161, supra. 

209 Cf, Lorenz Iversen, 3 T.C. 756, 771 (1944), involving such a power, which left the 
beneficiaries completely dependent upon the grantor’s bounty “as if no trusts had ever been 
created. Their incomes from the trusts were entirely ‘subject to his whims.’” See Hall 
vy. Comm’r, 150 F. (2d) 304, 307 (C.C.A. 10th, 1945). 

In assuring flexibility, the Treasury might have extended the third exception to include 
a power to accumulate income during the minority of a beneficiary, whether or not the 
accumulations are ultimately payable to him in the first instance. This kind of limited 
power is a means of shifting income from one beneficiary to another, but its functions in 
the usual trust arrangement might justify a more lenient administrative policy. The power 
exemplifies one of those instances where diverse policies are in fairly close competition. 
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power is limited by some reasonably definite external standard.” A 
standard of this kind “must be set forth in the trust instrument, must 
consist of the needs and circumstances of the beneficiaries within the class, 
and must be susceptible of enforcement by a court of equity.” *° For 
example, a settlor is not taxable if income is payable to his son for life, 
the corpus is then payable to the son’s children, and the settlor is em- 
powered to pay over all or part of the corpus to the son. The settlor is also 
immune from tax if the trust corpus is divided into two shares, the 
corpus in each share is similarly dedicated to a son and his children, and 
the settlor may pay over to each son the respective share of corpus. Re- 
sults are equally good if the settlor may pay to one son portions of corpus 
held for the benefit of the other son as long as the exercise of the power 
is hedged by “some reasonably definite external standard.” *” 

Mr. Pavenstedt criticizes the exception on the familiar ground that the 
cases are violated, although the violation is not as complete as he believes. 
Indeed he seems to do the regulations an injustice.** But more important, 
the exception is treated a trifle too casually. A settlor may, without fear 
of tax, retain an autocratic power to pay over the corpus to the current 
beneficiary. The exercise of the power may be governed by pure whim 
and caprice.*** But if there are two or more current income beneficiaries, 
the power must be restricted by “a reasonably definite external standard,” 
unless the exercise on behalf of one of the beneficiaries is confined to the 
portion of corpus allocable to his share of income. Otherwise the settlor 
would be free to enrich one current income beneficiary at the expense of 
another. While believing that so much authority should not be tax-free, 
the Treasury also believed that powers to invade corpus serve genuine 


210 Reg. 111, Sec. 29.22(a)-21(d) (5). 

211 See this Part, infra. 

212 One of the two cited cases (see Pavenstedt II, at 22) is David Small, 3 T.C. 1142 
(1944). In this case the grantor-trustee was empowered to apply corpus for the children- 
beneficiaries if income was considered inadequate for maintenance and comfort. Any 
application was chargeable against the entire corpus and not against the share held for 
the particular child. Relying on Example (2) following the fifth exception, Mr. Paven- 
stedt infers that “comfort” does not establish a “reasonably definite external standard.” 
The example, however, refers to a power exercisable, as the trustee “may consider wise 
and proper,” for the beneficiary’s “comfort and happiness,” and the stated conclusion very 
likely did not rest on the word “comfort.” Cf. Merchants National Bank of Boston v. 
Comm’r, 320 U.S. 256 (1943). “Comfort” is one of those words which may or may not 
establish an adequate standard, depending on the context. When used only with “main- 
tenance,” the required standard seems generally present. Cf. First National Bank of 
Birmingham v. Snead, 24 F. (2d) 186 (C.C.A. 5th, 1928), Lucas v. Mercantile Trust Co., 
43 F. (2d) 39 (C.C.A. 8th, 1930); Estate of Edwin E. Jack, 6 T.C. 241 (1946); see 
Estate of Nathan P. Cutler, 5 T.C. 1304, 1313 (1945). 

218 In the fourth exception the regulations effectively deviate, in favor of grantors, from 
Foerderer v. Comm’r, 141 F. (2d) 53 (C.C.A. 3d, 1943). 
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non-tax purposes. The “reasonably definite external standard’”’ seeks to 
accommodate both thoughts.”* 

The fifth and final exception is not received more kindly than its four 
colleagues. As explained by the regulations, the fifth exception is “a 
power to apportion income (whether by distribution or accumulation) to 
or within a class of beneficiaries” if the power “is exercisable exclusively 
by a trustee other than the grantor or spouse living with the grantor and 
its exercise is not subject to the approval or consent of any person other 
than such trustee and is limited by some reasonably definite external 
standard.” The requirements of this standard, which are the same as in 
the case of the fourth exception, are not met by “a provision authorizing 
the payment of income to members of a class in such amounts as the 
trustee shall determine wise and proper in the exercise of his honest 
discretion, or in such amounts as the trustee determines to be in the best 
interests of the beneficiaries.” **° In contrast, the standard is satisfied by 
a power to vary the relative shares of income payable to several bene- 
ficiaries on the basis of “proportionately greater” needs “due to illness or 
poor financial circumstances.” **° 

Mr. Pavenstedt cites two decisions for the proposition that the limita- 
tions of the fifth exception have “neither judicial approval nor support.” *** 
His proof hardly qualifies as substantial evidence. The settlor in the first 
case *** would be equally free of tax under the regulations. The settlor in 
the second case **® may easily be taxed under a number of more recent 
decisions which seem fundamentally indistinguishable.** But again we 
should note Mr. Pavenstedt’s lack of concern with the Treasury’s efforts 


214 The fourth exception is a good example of how the regulations overcome judicial 
uncertainties. A power to pay out principal has been deemed important and also unimpor- 
tant. Compare Lorenz Iversen, 3 T.C. 756, 771 (1944); I. A. Wyant, 6 T.C. 566, 573 
(1946), with Kohnstamm v. Pedrick, 153 F. (2d) 506, 509 (C.C.A. 2d, 1946). 

215 “Nor does a power to appoint within a class of beneficiaries fall within this exception 
if the trustee is enabled to add to or eliminate from the class of beneficiaries designated 
to receive the income except insofar as provision may be made for after-born children.” 

216 Cf. Estate of Milton J. Budlong, 7 T.C. 756 (1946). See also note 212, supru. “A 
mere power to allocate receipts as between corpus and income, even though expressed in 
broad language, is not deemed a power over beneficial enjoyment with respect to income 
or corpus.” Reg. 111, Sec. 29.22(a)-21(d). Cf. Comm’r v. O’Keeffe, 118 F. (2d) 639 
(C.C.A, Ist, 1941) ; Doty v. Comm’r, 148 F. (2d) 503 (C.C.A. Ist, 1945) ; Paut, SuppLe- 
MENT TO FEDERAL Estate AND Girt TAXATION (1946) 263. But cf. Cory v. Comm’r, 
126 F. (2d) 689, 693 (C.C.A. 3d, 1941), cert. denied, 317 U.S. 642 (1942); Miller v. 
Comm’r, 147 F. (2d) 189, 193 (C.C.A. 6th, 1945). 

217 Pavenstedt II, at 24. 

218 Phipps v. Comm’r, 137 F. (2d) 141 (C.C.A. 2d, 1943). Here the power was 
exercisable, in effect, by the grantor and his wife, who had a substantial adverse interest. 
Under such circumstances the grantor is not taxable, regardless of the exceptions. 

219 Lewis Barker, 2 TCM 797 (1943). 

220 See notes 150, 206, supra. 
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to draw an “appropriate” line between powers enclosing substantial 
ownership and powers devoted to flexibility. In the heavenly city such 
efforts are obnoxious “administrative legislation.” 

Mr. Pavenstedt should particularly appreciate the Treasury’s caution 
in confining the fifth exception to powers held by trustees other than the 
grantor or spouse. In his earlier paper he deemed it “contrary to normal 
human conduct to assume that the beneficiaries of a family trust” will 
appeal to the courts “if the grantor abuses such powers as he may have 
retained in an ostensibly fiduciary capacity.” He therefore recommended 
a realistic appraisal of “the possibility of the invocation of the powers of 
equity.” *** It almost seems as if the regulations followed his advice. 
After appraising the realities, the Treasury concluded that trust bene- 
ficiaries do not as a rule flock to equity in order to censor a settlor-trustee’s 
exercise of discretion.””? The Treasury evidently decided that the settlor’s 
spouse usually enjoys the same practical freedom from censure as the 
settlor. In accordance with Mr. Pavenstedt’s earlier analysis the Trea- 
sury might have extended its discerning skepticism to close relatives if not 
close associates. Nevertheless, in order to satisfy the demands of bona fide 
flexibility all other persons were permitted to qualify as trustees within 
the meaning of the fifth exception. In individual instances beneficiaries 
may acquiesce in the dubious conduct of a trustee who is neither the 
settlor nor the settlor’s spouse. But in eliminating the evil of acquiescence 
the Treasury dealt only with its “usual and probable” manifestation.” 
In the words of the late Chief Justice, which are applicable to “appropri- 
ate” regulations, “considerations of practical administrative convenience 
and cost in the administration of tax laws afford adequate grounds for 
imposing a tax on a well recognized and defined class, without attempting 
to extend it so as to embrace a penumbra of special and more or less casual 
interests which in each case may or may not resemble the taxed class.” *** 

In the “penumbra” area the Treasury simply required the exercise of 
the power to be governed by “a reasonably definite external standard.” 
As a result, the administrators disposed of two birds with one stone. The 
trust itself had to prohibit the trustee from merely registering the settlor’s 
tastes concerning income distributions. And the beneficiaries would be 
enabled to resort to equity in the event of transgressions objectively as- 
certainable under the standard. The Treasury thought that a power is 


221 Pavenstedt I, at 235, 236. The fifth example in Pavenstedt II, at 10, disregards 
the wisdom of his advice and is consequently produced as evidence of administrative 
arbitrariness. 

22 Cf. White v. Higgins, 116 F. (2d) 312, 320 (C.C.A. Ist, 1940). 

228 Cf, Power Manufacturing Co. v. Saunders, 274 U.S. 490, 498 (1927). 

224 Cf, Fernandez v. Wiener, 326 U.S. 340, 360 (1945). 
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insufficiently circumscribed if its exercise involves only good faith.** 
Even a compliant trustee may honestly follow a settlor’s instructions, and 
there is no inherent incompatibility between fiduciary honesty and sweep- 
ing discretion to shift income. The “reasonably definite external standard” 
prevents untrammeled discretion by requiring some “readily ascertainable” 
facts **° so that equity may supervise the trustee’s duty in arithmetical 
terms and determine whether that duty has been satisfied. In short, the 
court must be in a position not only to scrutinize the trustee’s honesty, but 
to rectify any mistake which he honestly makes. On the other hand, the 
fifth exception assumes the existence and exercise of a discretionary 
power. Therefore, the exception also presupposes an area within which 
men of good faith may reasonably differ without treating a difference of 
opinion as a legal mistake. 

When we view the fifth exception against the background of its aims 
and results, it is not easy to be disturbed as easily as Mr. Pavenstedt. 
Settlors may create flexible income arrangements without retaining tax- 
able controls. Nor do his reactions gain in sympathy when we observe, 
as he does not, that the fifth exception may be nicely combined with others 
to maintain substantial flexibility rather than substantial ownership. As a 
matter of fact, we may justifiably wonder about his marked hostility to- 
ward the exceptions, since he has endorsed legislative proposals which 
regard the exceptions as too generous.” Mr. Pavenstedt never resolves 
our difficulties because he is far too concerned with the question whether 
the regulations have deviated from the cases. 


IV. A Visit wiITH FIDUCIARIES AND NONFIDUCIARIES 


The Treasury’s handling of administrative powers *** is subjected to an 


additional barrage of questionable criticism. The regulations attribute 

225 By requiring the standard to appear in the instrument, the Treasury probably sought 
to avoid troublesome disputes as to how far equity would intervene at the request of 
dissatisfied beneficiaries. Cf. White v. Higgins, 116 F. (2d) 312, 320 (C.C.A. Ist, 1940). 

226 Cf. Merchants National Bank of Boston v. Comm’r, 320 U.S. 256, 261 (1943). 

227 Under a legislative proposal made by the American Bankers Association (see 
note 12) trust income would be taxable to the grantor if “the grantor has the power alone 
or in conjunction with another person not having a substantial adverse interest in the 
principal or income to make changes in the beneficial interests in the income or principal 
of the trust.” Problems Created by T.D. 5488 and Suggested Relief Therefrom, Com- 
mittee on Taxation, Trust Division, American Bankers Association (1946) 33. See also 
Report Proposing Amendments to Federal Income, Estate and Gift Tax Laws (1946) 23, 
prepared by the same committee. This language would tax a grantor if he could pay 
over corpus to the current income beneficiary, thereby depriving the remaindermen of 
their interests. The same language is sufficiently ample to tax a grantor who may shift 
beneficial interests from one charity to another. These cruelties to grantors were 
probably unintended. 

228 Reg. 111, Sec. 29.22(a)-21(e). 











TAX LAW REVIEW [Vol. 2: 





370 


income to the settlor if “under the terms of the trust or the circumstances 
attendant on its operation, administrative control is exercisable primarily 
for the benefit of the grantor rather than the beneficiaries of the trust.” 
Then the regulations declare that administrative control is “exercisable 
primarily” for the grantor’s benefit if any one of four specified powers is 
present. 

The first is a power exercisable by the settlor, or a person lacking a 
substantial adverse interest, or both, enabling the settlor or any person 
“to purchase, exchange or otherwise deal with or dispose” of the corpus 
or income “for less than an adequate and full consideration in money or 
money’s worth.” *° The second power is one enabling the settlor to bor- 
row the corpus or income, “directly or indirectly, whether with or without 
adequate security or interest,”’ and exercisable by the settlor, spouse, some 
other person “in a nonfiduciary capacity,” or any combination of these 
persons.**° The third power is one “exercisable in a fiduciary capacity by 
a person other than the settlor or spouse,” if the settlor is enabled to 
borrow the corpus or income “directly or indirectly,” and the settlor has 
actually obtained a loan which is not completely repaid, as to both principal 
and interest, before the beginning of the taxable year.” Finally, the 
fourth power is represented by any one of the following controls “exer- 
cisable by any person in a nonfiduciary capacity: a power to vote or 
direct the voting of stock or securities ; a power to direct or veto invest- 
ments or reinvestments ; and a power to reacquire the corpus by substitut- 
ing other property, regardless of equivalent value.*** 

After enumerating these four powers the regulations state several re- 
lated rules. A power “exercisable by a person as trustee” is presumptively 
“exercisable in a fiduciary capacity primarily in the interests of the bene- 
ficiaries.” Only “clear and convincing proof” may establish the contrary. 
A power “not exercisable by a person as trustee” is presumed to be 
“exercisable in a nonfiduciary capacity.” This initial view “may be re- 
butted if it appears, from all the terms of the trust and the circumstances 
surrounding its creation and administration, that the power is exercisable 
primarily in the interests of the beneficiaries.” The presumption of non- 
fiduciary capacity, operating in favor of the Treasury, may be more 
easily conquered than the presumption of fiduciary capacity, operating in 
favor of the taxpayer. The Government, unlike the taxpayer, must pro- 


229 It is immaterial that the power is exercisable “in the capacity of trustee.” 
230 The donor is taxable though he or his spouse may effect an exercise only “in the 


capacity of trustee.” 
281 As regards the second and third powers, the spouse must be living with the grantor. 


See note 85, supra. 
282 Cf, discussion in Part II. 
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duce “clear and convincing proof.” *** In this connection, the “mere fact 
that a power exercisable by the trustee is described in broad language does 
not indicate that the trustee is authorized to purchase, exchange or other- 
wise deal with or dispose of the trust property or income for less than an 
adequate and full consideration in money or money’s worth.” But “such 
authority may be indicated by the actual administration of the trust.” 
The Clifford opinion and other decisions have occasioned considerable 
anguish in emphasizing the vital importance of managerial powers, 
whether or not retained in a fiduciary capacity."* As of the date of his 
earlier paper Mr. Pavenstedt thought that in many instances sympathy 
was uncalled for. As previously noted,” in that paper,*** which was more 
attentive to Supreme Court opinions, he identified “the quantum of control 
retained by the grantor” as “the all-important—and perhaps, it may be 
ventured, the solely decisive—factor when considering the applicability 
of the Clifford rule.” “The Clifford opinion singles out control over 
investment, and by and large the cases give great importance to this factor. 
Yet a few opinions have asserted, one with rather cavalier treatment of 
its reiteration as ‘the dictum in Helvering v. Fuller,’ **" that retention of 
broad powers of management either qua trustee or qua grantor is insuf- 
ficient reason for taxing the income to the grantor.”” Mr. Pavenstedt was 
extremely dissatisfied with these assertions for he reasoned that a grantor 
who reserves investment and voting control over “trusteed shares of a 
company in which he, singly or together with associates or relatives, has 
a dominant interest,” enjoys “in the words of the Clifford opinion, 


283 Perhaps the Treasury obtained the quoted language from Helvering v. Fitch, 309 
U.S. 149, 156 (1940); Helvering v. Leonard, 310 U.S. 80, 86 (1940); and Pearce v. 
Comm’r, 315 U.S. 543, 546 (1942). If so, these cases disclose the extent of the Treasury’s 
self-imposed burden. 

284 Cf. Magill, What Shall We Do With the Clifford Case? (1945) 23 Taxes 291, 302, 
in which administrative powers are only “mild satisfactions” undeserving of income tax 
liability. Some day we may fully realize, as the regulations strangely fail to do, that such 
powers are frequently the real core of ownership. But cf. Griswold, A Plan for the 
Coordination of the Income, Estate, and Gift Tax Provisions with Respect 'to Trusts 
and Other Transfers (1942) 56 Harv. L. Rev. 337, 345 (1942). Dean Griswold, however, 
states: “There are situations in which the chief value of securities to a person lies in 
the power of control over a business enterprise. He may have enough income from other 
sources so that the income produced by the securities is of no particular moment to him. 
But he does not want to give up the control of the business, from which he may derive a 
salary and much satisfaction from the power which the control over property gives him. 
In such a case, the reservation of power to control the securities is quite similar in some 
respects to the reservation of a life interest in the property.” Dean Griswold adds that 
“cases of this type are rather unusual.” Cf. Lillian R. Chertoff, 6 T.C. 266 (1946) ; 
M. Friedman, 7 T.C. 54 (1946). 

235 See Part II. 

286 Pavenstedt I, at 230, 231, 232, 249. 

287 310 U.S. 69, 76 (1940). 
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‘rather complete assurance that the trust will not effect any substantial 
change in his economic position.’” The first paper closed with this 
thought: “A third single factor, which may prove fatal and on which 
the dictum in the Fuller case places sole emphasis, would seem to be re- 
tained control over the corpus itself.” 

Unhappily the Treasury did not heed Mr. Pavenstedt’s departed realism 
in the matter of administrative controls.*** Instead the Treasury has em- 
braced a distinction which has little in common with the practical eco- 
nomics of the Clifford doctrine. For the fleeting present a taxpayer 
cannot reduce his income taxes by forming a partnership composed of 
himself, his wife and children if the wife and children do not invest capital 
“originating” with them, or “substantially” contribute to “the control and 
management of the business,” or otherwise perform “vital additional 
services.” **° But a taxpayer whose business is in corporate form can 
reduce his income taxes if he places stock in trust for his wife and 
children, and retains as trustee full voting and investment control for 
the remainder of his life.**° Perhaps the Treasury considered the distinc- 
tion in consequences as one of those crucial differences in degree to be 
treated as a difference in kind. Possibly the Treasury was influenced by 
the numerous generalizations in the lower courts that the retention of 
broad administrative powers as fiduciary is not enough to tax the settlor 
as owner.*** Or perhaps the Treasury determined, after a comprehensive 
survey of the Clifford domain, that “appropriate regulations” should be 
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288 Again we should emphasize (see note 11, supra), that nothing which has occurred 
since Mr. Pavenstedt wrote his first article has made his deductions less convincing than 
when originally formulated. A reasonable administrator, even in the capacity of a 
Treasury official, might have decided that the deductions were too good to abandon until 
the Supreme Court disapproved them. 

239 See Comm’r v. Tower, 327 U.S. 280, 290 (1946) ; and discussion in Miller, Husband- 
and-Wife Partnerships (1946) 1 Tax L. Rev. 450. For a consideration of the chaotic 
pre-Tower situation, see Paul, Partnerships in Tax Avoidance (1945) 13 Geo. Wasu. 
L. Rev. 121. The regulations do not “affect the applicability of section 22(a) to the creator 
of a family partnership.” Reg. 111, Sec. 29.22(a)-21(f). 

240 The grantor may also provide for various tax-free controls over income and corpus. 
See Part III. 

241 For a few of these cases, see Helvering v. Palmer, 115 F. (2d) 368 (C.C.A. 2d, 
1940) ; Armstrong v. Comm’r, 143 F. (2d) 700 (C.C.A. 10th, 1944); Hall v. Comm’r, 
150 F. (2d) 304 (C.C.A. 10th, 1945); Estate of Benjamin Lowenstein, 3 T.C. 1133 
(1944) ; Herbert T. Cherry, 3 T.C. 1171 (1944); J. O. Whiteley, 3 T.C. 1265 (1944) ; 
Carroll L. Griffith, 4 TCM 317 (1945). In Jones v. Norris, 122 F. (2d) 6, 8 (C.C.A. 
10th, 1941), “autocratic powers over the trust estate” were not enough. The powers 
were, however, expressly reserved in the interest of the beneficiaries. Cf. Hogle v. 
Comm’r, 132 F. (2d) 66 (C.C.A. 10th, 1942). Jones v. Norris is one of the decisions 
which inspire the criticism to be found in Pavenstedt II, at 28. But cf. Pavenstedt I, 
at 224, n. 58: The rationale of Jones v. Norris “is clearly inconsistent with the suggestion 
thrown out by Mr. Justice Douglas in the Fuller case.” 
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more tolerant toward managerial powers than powers to reshuffle beneficial 
interests.”*? 

Whatever the reasons, the regulations’ treatment of administrative 
powers is largely governed by a distinction more appropriate in chancery 
than in taxation. If the grantor’s administrative powers are held by him 
in a fiduciary capacity, he is not taxable. If the powers are held by him 
in a nonfiduciary capacity, he is taxable. Income from “essentially the 
same interests, judged from the point of view of wealth, will be taxable 
or not, depending upon elusive and subtle casuistries which may have their 
historic justification but possess no relevance for tax purposes.” *** Yet 
the Clifford opinion presumably revealed the simple truth that regardless 
of the venerable verbalisms of equity, substantial financial benefits are 
obtainable through the office of trustee without any violation of fiduciary 
obligations.*** The opinion did not state, as the regulations assume, that 
administrative control is vital only if exercisable in a nonfiduciary capacity 
and hence free of restrictions under trust law.**° 

Although the Treasury has cooperatively abandoned a good part, and 
possibly the best part, of the Clifford principle, Mr. Pavenstedt still 
finds the regulations unpalatable. What are his objections at this point? 
To begin with, the regulations are said to be immersed in “inconsistency” 
and “vagueness.” **° Secondly, the Treasury treatment of administrative 
powers has “even less support in the decisions” than the treatment of term 
trusts and powers to dispose of income or corpus.”** 


242 The net result is that the Treasury has discouraged grantors from retaining powers 
over beneficial interests and encouraged them to retain administrative powers. Simul- 
taneously the Treasury has endowed the family corporation with more virtue than the 
family partnership. But compare the tenor of Byerly v. Comm’r, 154 F. (2d) 879, 880 
(C.C.A. 6th, 1946). 

248 See Helvering v. Hallock, 309 U.S. 106, 118 (1940). 

244 See 309 U.S. at 335. “Certainly, what in the hands of an outsider-trustee may only 
amount to administrative powers over property can well as to a settlor-trustee have more 
than a fiduciary significance or value in the nexus of previous ownership, family economics, 
technical dedication, and continued control.” Stockstrom v. Comm’r, 148 F. (2d) 491, 495 
(C.C.A. 8th, 1945), cert. denied, 326 U.S. 719 (1945). See further White vy. Higgins, 
116 F. (2d) 312, 320 (C.C.A. Ist, 1940) ; Eleanor M. Funk, 7 T.C. 890, 899 (1946). As 
Mr. Pavenstedt once recognized, the truth disclosed by the Clifford decision is not 
obscured because the decision itself rested on more than administrative control. “The 
Hormel case also indicates that the Court will make no distinction because retained 
powers of control are exercised by the grantor qua trustee, i.e., in a fiduciary capacity. 

..” Pavenstedt I, at 220, n. 35. 

245 When dealing with term trusts ranging between ten and fifteen years, the regulations 
make no distinction between fiduciary and nonfiduciary administrative powers. See Part II. 
As a practical matter, the provisions taking care of these trusts are applicable only in 
instances of fiduciary powers. If the powers are nonfiduciary, the grantor is taxable, no 
matter how extended the term. 

246 Payenstedt II, at 24-25. 

247 Id. at 24. 
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The first item in his bill of particulars must be characterized as some- 
what strange. After referring to the provision which taxes trust income 
to the grantor if “under the terms of the trust or the circumstances at- 
tendant on its operation, administrative control is exercisable primarily 
for the benefit of the grantor,” ** Mr. Pavenstedt remarks: “We are 
left in the dark as to what is meant by ‘the circumstances attendant on’ the 
trust’s ‘operation.’ Presumably, such circumstances will be claimed by 
the Commissioner to exist whenever powers of administrative control are 
lodged in a trustee who is a dependent or an employee of the grantor.” 
Mr. Pavenstedt then quotes the provision that a power exercisable by a 
person as trustee is presumed to be fiduciary in character, and observes : 
“This inconsistency and the vagueness of the ‘circumstances’ criterion 
would seem to earmark the latter as a litigation breeder par excellence.” **° 

The “inconsistency” and “vagueness” which trouble Mr. Pavenstedt 
are largely of his own making. If he is “left in the dark,” he has only 
himself to blame. As he himself seems to realize a paragraph later, the 
regulations specifically enumerate the four circumstances under which 
“administrative control is exercisable primarily for the benefit of the 
grantor.” Ifa power does not fall within any of those circumstances, the 
grantor is not taxable. Moreover, in those instances where the grantor’s 
immunity from tax depends on the fiduciary character of the power, the 
regulations provide in a straightforward manner that a power exercisable 
by a person as trustee is presumed to be of a fiduciary character. Since the 
regulations encourage settlors to be trustees and hence fiduciaries of 
their own trusts,”°° possessed of broad inyestment and voting powers, 
Mr. Pavenstedt’s own private presumption that the trusteeships of other 
persons will be obliterated for tax purposes is as anomalous as it is 
unwarranted,”*™ 

An examination of the regulations suggests three reasons why they 
refer to “the circumstances attendant on” the “operation” of the trust. 
First, in one of the four enumerated instances of taxability the settlor’s 
liability rests on his actual conduct in borrowing from the trust. Second, 
the Treasury thought that in some extreme situations the grantor’s con- 
tinued violation of the tenor of the instrument might indicate the absence 
of any intention to function as a true fiduciary despite the assumed title 
of trustee. Third, in those instances where a power was not exercisable 
by a person as trustee, the circumstances of operation were to be appraised 
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248 The word “or” is italicized by Mr. Pavenstedt. 

249 Pavenstedt II, at 24-25. 

250 Compare the similar inducement in § 167(c) of the Code. 

251 Even “a complaisant trustee” would be a fiduciary because he “would be circum- 
scribed by all the substantial limitations of the deed.” Kohnstamm v. Pedrick, 153 F. 
(2d) 506, 509 (C.C.A. 2d, 1946). 
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in order to determine, in the settlor’s favor, whether the person“was never- 
theless serving in a fiduciary capacity. 

The disconcerting “vagueness” which Mr. Pavenstedt discovers in the 
regulations is both interesting and instructive as to the general nature of 
his criticism. The words “circumstances attendant on its operation” were 
borrowed by the Treasury from the Clifford opinion.*” If we recall 
fundamentals, we will also recall that Mr. Pavenstedt, in reliance on these 
and other words in the opinion, makes much of the Treasury’s failure to 
predicate liability on all the circumstances of the case, including those 
“attendant” on the “operation” of the trust.7** But never does he stress 
that the words in question are similarly shrouded in disconcerting vague- 
ness.”** Since the meaning of words is customarily inseparable from their 
context, it is possible that words which are hopelessly vague in the regu- 
lations are crystal clear in the Clifford opinion. If, however, we apply 
Mr. Justice Douglas’ admonition to be realistic, Mr. Pavenstedt was 
probably predisposed to overlook ambiguities in the Clifford opinion. For. 
if he had mentioned them, he would be frankly requesting the Treasury 
to build on the quicksand of judicial ambiguity. He might then fortify 
the Treasury’s conviction that a regulation based on fairly specific factors 
is desirable.** 

Mr. Pavenstedt criticizes the provision imposing tax if an outstanding 
power, exercisable by the grantor or his spouse, or by any other person in 
a nonfiduciary capacity, enables the grantor to borrow from the trust.”** 
“Tt is difficult to understand,” he says, “the objection to a loan with 
adequate security and at a fair rate of interest.” This criticism is deemed 
reinforced by contrary views in a number of decisions.” It is difficult 
to understand Mr. Pavenstedt’s difficulty. When he wrote his first paper 
the “lending of trust corpus by a grantor either to himself or to enter- 
prises under his control or management” had “been recognized as a sig- 
nificant indicium of ownership,” and he thought the lending of corpus 


252 309 U.S. at 335. 

253 See Part I. 

254 Here, as elsewhere, we indulge in the assumption that Mr. Pavenstedt is prepared 
to concede that valid regulations are conceivable. 

255 We note anew that in earlier days a painstaking analysis led him to the conclusion 
that the Clifford opinion is congenial to liability based on specific factors. See Paven- 
stedt I, at 220, 224, 230, 232, 233, 248, 249. 

256 No objection is raised against tax liability if a power exercisable by the grantor, or 
a person lacking a substantial adverse interest, or both, enables the grantor or any person 
to deal with or dispose of the corpus or income for less than an adequate and full con- 
sideration in money or money’s worth. Pavenstedt II, at 25, states that the regulations 
at this point deal mainly with a situation covered by § 166. See Gordon M. Mather, 5 T.C. 
1001 (1945). The regulations seem to go beyond instances falling under that section, 
which is confined to revocable trusts. 

257 Pavenstedt II, at 25-26. 
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“should be so considered even where the trustee is a third party.” He also 
offered the following comments: “The Board might be criticized for only 
giving weight to this factor where provision for such loans appeared in 
the trust instrument for if the loans are actually made during the operation 
of the trust the Clifford decision commands that they be noticed. Surely 
such loans, especially when made without security, indicate substantial 
retention of control particularly since, in these family trusts, it is open 
to question whether repayment will ever be insisted upon by the cestuis.” *** 

In view of this explanation a detailed analysis of the provision in 
question seems unnecessary. In the eyes of the Treasury, a settlor has not 
sufficiently divorced himself from the substance of his former ownership 
if he may borrow from the trust in his own discretion, or that of his wife 
or of some other person lacking fiduciary responsibility. For he may still 
obtain direct financial benefits from the property formally devoted to the 
welfare of others. Conceivably Mr. Pavenstedt would not regard freedom 
to borrow without security and interest as a poor excuse for imposing tax 
liability. Appraising the matter similarly, the Treasury must have con- 
cluded that distinctions between “good” and “bad” loans would produce 
disturbing differences and refinements unjustified by any overriding equity. 
Reasonable men may disagree, and the Treasury may eventually decide, 
in its continuing exercise of discretion, that “good” loans should not be 
proscribed. But the failure of reasonable men to concur does not per se 
establish that the Treasury was unreasonable. Apart from administrative 
considerations, we might suppose that a trust which is the settlor’s own 
private lending institution °° is one of the more obvious reasons why we 
needed the Clifford case.*® . 

Mr. Pavenstedt’s principal attack is launched against the initial pre- 
sumption that “a power not exercisable by a person as trustee” is “exer- 
cisable in a nonfiduciary capacity.” *** This presumption interlocks with 





258 Pavenstedt I, at 231, 232. 

259 Under the regulations the grantor is taxed if the power to lend is in his spouse, 
regardless of any substantial adverse interest. In this area of liability the Treasury 
deviated from the substantial adverse interest concept of § 166. See Part III. Although 
a loan, like a revocation, involves a dipping into the property (cf. Estate of William J. 
Garland, 43 B.T.A. 731 (1940), supplementing 42 B.T.A. 324 (1940) ; Gordon M. Mather, 
5 T.C. 1001 (1945)), the Treasury may have thought that a spouse would generally be 
more tolerant toward loans made directly or indirectly to the grantor. Loans are akin to 
investments and may therefore serve as tempting bait. Reasonable administrators might 
well believe that a spouse would not be prone, as a rule, to scrutinize loans in niggardly 
fashion. 

260 Clifford himself was assumed to be unable to borrow. See 309 U.S. at 335; 
Frederick B. Rentschler, 1 T.C. 814, 819 (1943). For an example of the kind of tax 
avoidance Mr. Pavenstedt’s present views would encourage, see M. Greenspun, 3 TCM 
341 (1944), aff'd, 156 F. (2d) 917 (C.C.A. 5th, 1946). But cf. George Beggs, 3 T.C. 
1053 (1945). 

261 Pavenstedt II, at 26-29. 
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the neighboring provision taxing the settlor if a person may exercise, in 
a nonfiduciary capacity, (1) a power to vote or direct the voting of 
trusteed stock or securities; (2) a power to direct or veto investments ; 
and (3) a power to recapture corpus by substituting other property, 
whether or not of an equivalent value. Mr. Pavenstedt is concerned that 
in all instances where any one of these three powers is exercisable by a 
person who is not formally a trustee, the settlor “will have the burden of 
rebutting the presumption.” The burden is characterized as “most un- 
fair” to settlors, “especially . . . because in New York (and, it is 
thought, in most other states) the presumption is just to the contrary.” 
“Tt can reasonably be predicted,” he adds, that the provision permitting 
rebuttal “will be another prolific litigation breeder.” *°* 

When Mr. Pavenstedt quarrels with the regulations on the score of 
litigation breeding, his views tend to become mystifying. In order to 
minimize litigation the regulations must be fairly specific, and in order 
to be specific they must generally predicate liability on isolated factors. 
But if the regulations segregate certain factors, Mr. Pavenstedt promptly 
condemns them for failing to take into account all the facts and cir- 
cumstances surrounding the operation of the trust.*** If, however, the 
regulations take those facts and circumstances into account, as in the case 
of administrative powers, he just as readily condemns them for litigation 
breeding. There are still some limitations to the art of eating and keeping 
one’s cake at the same time. 

We consider now the more specific. In deploring the presumption on 
nonfiduciary powers, Mr. Pavenstedt mentions several cases as establish- 
ing a “contrary” presumption.** The trouble with his criticism is that 
the regulations are not necessarily opposed to his cases. One may even 
say that the regulations nicely anticipated the rationale of Cushman v. 
Commissioner,” which is the main bulwark of his criticism. In that case 
the Second Circuit stated: °° “It is a question of interpretation whether 
or not the powers reserved as grantor are held in a fiduciary capacity or 
for the grantor’s own purposes. Ordinarily, they are held in a fiduciary 
capacity, and have been reserved only because of some special talent or 
particular source of knowledge of the grantor. If they have been so re- 

262 Jd. at 27. At one point the erroneous impression is given that a grantor is necessarily 
taxable under the regulations if he retains a power to direct investments. See id. at 10. 

268 See Part I. 

264 See Pavenstedt II, at 27-29. Here again Mr. Pavenstedt does not cite incongenial 
decisions. See Chandler v. Comm’r, 119 F. (2d) 623 (C.C.A. 3d, 1941) ; Ellis H. Warren, 
45 B.T.A. 379 (1941), aff'd, 133 F. (2d) 312 (C.C.A. 6th, 1942) ; Estate of O. M. Ban- 
field, 4 T.C. 29 (1944) ; Gordon M. Mather, 5 T.C. 1001 (1945), which seem completely 
unaware of any presumption. 


265 153 F. (2d) 510 (C.C.A. 2d, 1946). 
266 Jd. at 514. 
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served, the exercise of them is subject to court scrutiny . . . but if they 
have been reserved by the grantor for his own purposes, they are subject 
to no control in their exercise.” *** The regulations do not quarrel with 
this statement; they attempt to offer humble obedience. 

The outlook of the regulations may be briefly summarized. If a grantor 
reserves managerial power without assuming the trusteeship, the power 
may or may not be fiduciary in character. As the Cushman opinion 
stressed, the precise character of the power turns on the particular purpose 
of the reservation. Hence the Commissioner faces the unpleasant duty of 
prying into the grantor’s mind. Although any study of motivation must 
probe into the elusive secrets of the subjective, it is commonly agreed that 
no conclusion is adequate unless the objective setting of the operative 
motive is first carefully studied. In the present case the most significant 
of external clues is probably the nature of the trusteed securities. If these 
are highly diversified or relatively inconsequential in the pattern of cor- 
porate control, they strongly indicate, within the principles of trust law, 
that the grantor’s power was retained for the beneficiary’s welfare. The 
grantor may have desired to assure a flexible administrative policy,’ or 
he may have considered himself best qualified to pass upon investments.” 
But the immediate suggestion is quite different if the investment is stock 
which serves to assure his continued control of a business or his prominent 
position in the enterprise. Then the Commissioner may understandably 
infer that the power was retained for the grantor’s personal financial bene- 
fit and that the exercise is not confined by any fiduciary responsibility.?”° 

Until the Commissioner is made aware of the nature of the securities 
and all relevantly related circumstances, he is not well situated to ascertain 
the purpose of the power. For example, the original trust instrument may 
disclose a transfer of diversified securities, but the character of the in- 
vestments may have drastically changed. The Commissioner should at 
least be expected to look beyond the instrument to some extent. The 
regulations call upon the grantor to assist the Commissioner by disclosing 
the “circumstances surrounding” the “creation and administration” of 
the trust. Since the determination of “purpose” is a factual matter, the 
regulations are merely applying the usual presumption of correctness, re- 
quiring the taxpayer to establish the necessary factual basis for the desired 





267 See Lorenz Iversen, 3 T.C. 756, 771 (1944). 

268 Cf. John Stuart, 2 T.C. 1103 (1943). 

269 Cf. Comm’r vy. Betts, 123 F. (2d) 534 (C.C.A. 7th, 1941) ; George H. Whiteley, 
2 T.C. 607 (1943) ; Thomas Ward Cullen, 3 TCM 686 (1944) ; Ronald K. Evans, T.C. 
Memo. Op., Jan. 31, 1946, CCH Dec. 14,995. 

270 Actually administrative powers may afford significant personal benefits despite their 
retention as fiduciary. See this Part, supra. 
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legal conclusion.” The application is peculiarly fitting here because the 
“circumstances” of a trust’s “creation and administration” are normally 
within the ken of the settlor and not the Commissioner. Mr. Pavenstedt 
may strongly prefer a conclusive presumption in favor of a fiduciary 
purpose. The Treasury, however, had to be more discriminating in 
handling what is fundamentally a factual problem.?” 

As soon as the Treasury established a critical distinction between 
fiduciary and nonfiduciary administrative powers, the troublesome ques- 
tion of purpose and the problems attendant on its determination became 
unavoidable. The regulations might have incorporated external criteria 
of liability in dealing with administrative control. For instance, they 
might have declared a settlor taxable if his voting power, investment 
power, or power of reacquisition relates to securities which, if aggregated 
with his own, represent a stated percentage of equity control in the cor- 
poration. In this fashion the present artificial distinction between family 
partnerships and family corporations would have been largely obliterated. 
But Mr. Pavenstedt would probably consider such an objective test based 
on practical economics even more unreasonable than a subjective test based 
on trust law. This prediction is adequately sustained by his firm belief 
that under the cases the Treasury cannot tax settlors because of a retained 
power to control investments or to vote stock. 

Again Mr. Pavenstedt’s case references are incomplete.” In the Clif- 
ford case Mr. Justice Douglas voiced this heretical thought: “. . . where 
the head of the household has income in excess of normal needs, it may 
well make but little difference to him (except income-tax-wise) where por- 
tions of that income are routed—so long as it stays in the family group. 
In those circumstances the all-important factor might be retention by him 
of control over the principal. With that control in his hands he would 
keep direct command over all that he needed to remain in substantially 


271 See Comm’r v. Tower, 327 U.S. 280, 286, n. 4 (1946). 

272 In the Cushman case the Second Circuit did not overrule the Commissioner because 
of any presumption in favor of the taxpayer. In the court’s words, which are quoted in 
Pavenstedt II, at 28, “From the grantor’s purpose as found by the Tax Court, it seems 
certain that the powers this petitioner retained as grantor were retained in a fiduciary 
capacity.” The question of tax liability was finally pitched on “purpose” to be determined 
by the triers of fact. See further note 286, infra. 

278 The quotations culled from Kohnstamm v. Pedrick, 153 F. (2d) 506 (C.C.A. 2d, 
1946), and appearing in Pavenstedt II, at 29, do not include the paragraph hinting that 
if the appeal had come from the Tax Court, the Government might have collected tax 
from the grantor. See 153 F. (2d) at 508; dissenting opinion in Cushman v. Comm’r 
(153 F. (2d) at 515), by Judge Frank, who agreed with the reasoning in Kohnstamm v. 
Pedrick. Moreover, Mr. Pavenstedt does not mention that before rejecting voting control 
as a basis for tax, Judge Learned Hand carefully examined the grantor’s voting power, 
finally characterized as “too tenuous to be counted.” 153 F. (2d) 510. 
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the same financial situation as before.” *"* Before the year was over the 
same Justice hinted that retained voting power, assuring corporate control, 
may suffice to tax the grantor though the principal occupants of the house- 
hold have gone their separate ways and the grantor lacks the consolation 
of a reversion.” In Helvering v. Stuart *** the Supreme Court announced 
that “economic gain for the taxable year, as distinguished from the non- 
material satisfactions, may be obtained through a control of a trust so 
complete that it must be said the taxpayer is the owner of its income.” 
Taxpayers were simultaneously warned that “economic gain” might be 
derived through stock control via a power to recapture the trusteed stock 
for property of an equivalent market value.?” The Tax Court inferred 
that a settlor may realize “economic gain’ rendering him taxable if the 
stock subject to the power is “essential to the maintenance of stock con- 
trol” in the corporation involved.” Meanwhile the Tax Court had 
identified a grantor’s power to vote stock and to control change in in- 
vestment as a means of continued participation “in the affairs of the busi- 
ness in which he is actively interested, a prerogative which proceeds from 
the retained equivalent of ownership of his interest in that enterprise. 
This is an attribute of proprietorship frequently of greater significance 
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274 309 U.S. at 336. If we guide ourselves by experience, we may expect Mr. Pavenstedt 
to dismiss our quotation as paltry dictum. But see Verne Marshall, 1 T.C. 442 (1943). 

275 Helvering v. Fuller, 310 U.S. 69, 76 (1940). See also id. at 79. Despite Mr. 
Pavenstedt’s views to the contrary, even if we forget about the Fuller case as he once 
refused to do (see Parts II, III, and this Part, supra), the Clifford opinion does not 
demand some indirect benefit deriving from a family context. Benefits of this kind naturally 
emphasize the essentially slight diminution in economic substance, but other factors may 
be similarly emphatic. If a wealthy taxpayer who customarily siphons off a portion of his 
excess income to charity creates a trust for the same object while keeping managerial 
control, is it not equally reasonable to conclude that he has remained “in substantially the 
same financial situation as before”? Practically speaking, the recognition of the trust 
entity for tax purposes permits the donor to by-pass the 15 per cent limitation on 
charitable deductions (I.R.C. § 23(0)), just as Mr. Clifford sought to by-pass the ban 
on deductions for normal family expenditures. See I.R.C. §24(a)(1). To revise the 
Clifford opinion slightly, “where the head of the household has income in excess of normal 
needs, it may well make but little difference to him (except income-tax-wise) where 
portions of that income are routed”—so long as it stays within his customary channels of 
expenditure. Compare United States v. Anderson, 132 F. (2d) 98 (C.C.A. 2d, 1942), cert. 
denied, 318 U.S. 790 (1943), with United States v. Pierce, 137 F. (2d) 428 (C.C.A. 8th, 
1943). See especially the penetrating dissent of Woodrough, J., in 137 F. (2d) at 432. 

276 317 U.S. 154, 168 (1942). 

277 317 U.S. at 169. See Frank, J., dissenting in Cushman v. Comm’r, 153 F. (2d) 510, 
515 (C.C.A. 2d, 1946). 

278 See John Stuart, 2 T.C. 1103, 1110 (1943). The Tax Court decided that under the 
circumstances of the case the administrative powers did not assure “economic gain.” The 
court assumed that such gain may be obtained, within the meaning of the Supreme 
Court’s opinion, although the grantor depends upon his brother’s cooperation. A similar 
supposition is applicable to persons other than brothers. 
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than the right to receive income.” °° Since the Stuart opinion one Tax 
Court decision **° has substantially applied the Clifford doctrine on the 
basis of the donor’s retained administrative powers and the intimate 
family relationship between donor and donee.** 

Mr. Pavenstedt’s earlier paper *** anticipated these opinions with the 
argument that “if a grantor has trusteed shares of a company in which 
he, singly or together with associates or relatives, has a dominant in- 
terest,” the retained right to vote the stock enables the grantor to enjoy 
the substance of his ownership.*** Still concerned at the time with eco- 
nomic realities, Mr. Pavenstedt thought that a simple power to veto pro- 
posed changes in investments may be enough to preserve the core of 


279 Frank G. Hoover, 42 B.T.A. 786, 792 (1940), based essentially on the beneficiary’s 
relationship and retained administrative control. See further Ellis H. Warren, 45 B.T.A. 
379, 385 (1941), aff'd, 133 F. (2d) 312 (C.C.A. 6th, 1942). Cf. George F. Booth, 3 T.C. 
605, 612 (1944). In Bush v. Comm’r, 133 F. (2d) 1005 (C.C.A. 2d, 1943), the principle 
of realization through administrative powers was pretty clearly endorsed as sufficient to 
tax the grantor. On remand for appropriate findings the Tax Court determined that any 
personal economic gain had evaporated before the years involved. Irving T. Bush, 3 TCM 
463 (1944). A similar assumption of principle must have been implicit in Arthur L. 
Blakeslee, 7 T.C. No. 138 (1946), containing a detailed review of the grantor’s financial 
relationship to the stock. See also Comm’r v. Buck, 120 F. (2d) 775, 778, n. 2 (C.C.A. 2d, 
1940); W. C. Cartinhour, 3 T.C. 482, 489 (1944); and concurring opinion in Lorenz 
Iversen, 3 T.C. 756, 775 (1944). But cf. Cushman v. Comm’r, 153 F. (2d) 510, 515 
(C.C.A. 2d, 1946), which reads the Second Circuit’s Bush opinion as resting on the 
grantor’s nonfiduciary controls. 

280 Verne Marshall, 1 T.C. 442, 445 (1943). Cf. Frederick B. Rentschler, 1 T.C. 814 
(1943). But cf. Suhr v. Comm’r, 126 F. (2d) 283 (C.C.A. 6th, 1942). Herbert T. Cherry, 
3 T.C. 1171 (1944), seems to-interpret the Stuart decision as ipso facto absolving the 
grantor if his administrative powers are held in a fiduciary capacity. 

281 Cf. Aben E. Johnson, T.C. Memo. Op., April 8, 1946, CCH Dec. 15,098: “The 
power of the settlor of a trust to vote trust stock for a trust may, under certain circum- 
stances, give him economic benefits, personally. Certainly, where there are other stock- 
holders who would have a controlling vote instead of such settlor of a trust were it not 
for the voting power which he held through voting trust stock, the situation would require 
close scrutiny to determine whether the taxpayer, through trusts holding stock given by 
him, maintained and retained for himself economic advantages and benefits which he had 
before creating trusts. In some instances, the power to vote stock, if it is the only factor 
favorable to the grantor of a trust, is not sufficient to bring the rule of the Clifford case 
to bear upon the tax question . . .” (italics supplied). Compare further the implication 
lurking in Louis Stockstrom, 3 T.C. 255, 260 (1944), aff’d, 148 F. (2d) 491 (C.C.A. 8th 
1945), cert. denied, 326 U.S. 719 (1945): “It may be that in cases of long term trusts 
the settlor is to be taxed on the trust income only if in addition to broad administrative 
powers over the trust corpus there are also powers over the distribution of the income.” 

282 Pavenstedt I, at 232. 

288 Mr. Pavenstedt now believes that under the Clifford case “control over investment 
is all-important where there is merely a temporary reallocation of income within an 
intimate family group.” Pavenstedt II, at 9. His present attitude toward the case is 
curious not only because of his previously reasoned views, but because the Supreme Court 
considers investment controls unnecessary in the case of short term trusts. See Part II. 
The controls must be really important, if at all, in connection with other trusts. 
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ownership. “The belief that there is no substantial change in a grantor’s 
economic posiiion despite the fact that he is only able to maintain the 
status quo of trusteed securities during the period when he has re- 
linquished legal title thereto is not advanced as anything new.” “A good 
many of the family trusts considered in post-Clifford cases, which are 
composed of stock in corporations closely identified with the grantor,” 
are presumably designed to freeze the corpus in the grantor’s behalf as 
long as the trust continues. “Indeed, there is more than a presumption 
where the grantor in one way or another has reserved the power to prevent 
any sale of such securities ostensibly placed in trust. Even where such 
power is not reserved, a realistic approach would seem to demand the 
adoption of a rebuttable presumption that the securities were to be kept 
intact for the duration of the trust.” ** 

Mr. Pavenstedt’s earlier views on administrative powers seem eminently 
reasonable. If so, the regulations seem a fortiori reasonable in refusing 
to tax settlors to the extent he suggested. A grantor who posseses mana- 
gerial powers as trustee is not taxable, regardless of any “economic gain” 
he may reap through control of trusteed stock. A settlor who has the 
same powers in a nonfiduciary capacity is taxable. In this case any com- 
plaints over principle are puzzling. Powers exercisable in a. nonfiduciary 
capacity “‘are subject to no control in their exercise.” **° If the regulations 
were to pay but a bare minimum of respect to the Clifford case, they 
could not exonerate settlors who were free to behave as they pleased. The 
question remains whether a settlor who is not designated trustee is never- 
theless a fiduciary. At this point the circle is completed, and we are re- 
turned to the Treasury’s treatment of the implicit factual issue.*** Mr. 
Pavenstedt should at least be comforted by the cases which treat ad- 
ministrative control over diversified securities as fiduciary in character.**’ 





284 Pavenstedt I, at 233-34. He clearly had long term trusts in mind. 

285 Cushman vy. Comm’r, 153 F. (2d) 510, 514 (C.C.A. 2d, 1946). See also Griswold, 
A Plan for the Coordination of the Income, Estate, and Gift Tax Provisions with Respect 
to Trusts and Other Transfers (1942) 56 Harv. L. Rev. 337, 345-46. 

286 The Treasury could have accomplished the same result without articulating a 
frightening presumption on powers held by one who is not the trustee. Whether a power 
must be exercised in fiduciary fashion depends on the purpose of the power. Though the 
regulations said nothing about a presumption, the Commissioner would still be free in 
each case to determine the grantor’s purpose, and the determination would be presump- 
tively correct. Cf. M. Friedman, 7 T.C. 54, 63 (1946); Pau, SuppLEMENT TO FEDERAL 
Estate AND Girt Taxation (1946) 340. Even if the regulations contained a presumption 
as to purpose which initially favored the grantor, the Commissioner would still be able 
to make a contrary factual determination in individual instances. See note 290, infra. 

287 See, e.g., Comm’r v. Betts, 123 F. (2d) 534 (C.C.A. 7th, 1941) ; Ronald K. Evans, 
T.C. Memo. Op., Jan. 31, 1946, CCH Dec. 14,995. Cf. John Stuart, 2 T.C. 1103 (1943) ; 
Arthur L. Blakeslee, 7 T.C. No. 138 (1946). See also note 269, supra. When the 
securities are diversified or fail to safeguard substantial economic benefits, it is fairly easy 
for the courts to conclude that administrative power was retained for the well-being of 
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In addition, the Tax Court has intimated that if the beneficiaries are the 
grantor’s minor children his command over investments “is a minimum 
of indication of reservation of ownership in the grantor.” *** As for those 
grantors who, without assuming the trusteeship, retain administrative 
authority over closely held stock or a dominant equity interest, marked 
sympathy should be tempered with a touch of scepticism.” In any event, 
they are allowed to establish by good fiduciary behavior that scepticism 
was unwarranted.” 


V. THE PoweEr TO DISAPPOINT 


Any change in tax law which dares to affect existing arrangements 
customarily evokes charges of retroactivity." The sequence is almost 
as probable as night succeeding day. Mr. Pavenstedt’s paper has rigidly 
adhered to the general rule. 

“Retroactivity” is one of the highly emotional words of tax jargon. 
It is loosely used while the Treasury is abused. This overworked ex- 
pression of moral indignation has been saddled with two meanings, which 
are often confused. A tax is “retroactive” in one sense if the taxable event 
occurred before the event was made taxable. The simplest illustration is 


the beneficiaries. See further Emma B. Maloy, 45 B.T.A. 1104 (1941), which rested 
largely on the fiduciary character of the grantor’s administrative authority. Pavenstedt II, 
at 10, n. 17, inexplicably emphasizes that the Board did not discuss “whether the power 
was held in a fiduciary or beneficial capacity.” 

288 Herbert Abraham, 3 T.C. 991, 998 (1944). See also Glenn S. Allen, 3 TCM 339, 
41 (1944). 

289“ | | it may be conceded that the power to invest trust funds for the trustee’s 
personal advantage and benefit is equivalent to the taxable enjoyment of the trust in- 
come... .” Hall v. Comm’r, 150 F. (2d) 304, 308 (C.C.A. 10th, 1945). 

290 Pavenstedt II, at 33, quotes the following from 2 Scorr, Trusts (1939) 975: 
“Where a trust is created inter vivos and the settlor reserves power to control the trustee 
in some respects in the administration of the trust, the settlor may or may not hold the 
power of control solely for his own benefit. Ordinarily, it is believed, he is under a 
fiduciary duty to the beneficiary in respect to the exercise of the power.” Professor 
Scott’s views are better understood in the light of his additional observations: “The 
circumstances, however, may indicate that he (the settlor) reserves a power solely for 
his own benefit. Thus if the settlor owned all the stock of a corporation and created a 
trust of half the stock for the benefit of his children, and provided that the trustee should 
not sell the stock without his consent, he would not be under any duty to the bene- 
ficiaries to consent even though the sale would be clearly advantageous to the trust, since 
it is fair to suppose that he reserved the power to prevent a sale for the purpose of 
protecting his own interest in the stock which he retained. It is easier, at any rate, to 
find that a power of control reserved to the settlor is for his own benefit, than it is to 
find that such a power is conferred upon a third person for his own benefit.” 

On analysis, Professor Scott’s views are (a) that generally powers are retained by 
grantors for fiduciary purposes; but (b) that in the case of closely held stock the powers 
are or may be reserved for the grantor’s individual purposes. But it is precisely such 
cases in which the Treasury is interested. 

291 See Eisenstein, Another Glance at the Hallock Problem (1946) 1 Tax. L. Rev. 
430, 436-38. 
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a gift tax levied on a transfer made when there was no gift tax.” 
“Retroactivity” also appears when the taxable event occurs after tax is 
imposed, if the event is linked to a transaction occurring before. A com- 
mon example of the second usage is a statute prospectively taxing trust 
income to the grantor of an existing trust who was previously not taxable 
on its income.?* 

Mr. Pavenstedt is concerned only with the second meaning when he 
states that the “retroactive effect” of the regulations “is also fairly subject 
to adverse criticism.” ** The first meaning would not give the administra- 
tive devil his due. The regulations do not apply to taxable years beginning 
before 1946,%° but the Treasury exonerates the settlor for such prior 
years if the regulations would do the same.”** If, however, the regulations 
would tax him, the Treasury will, as in the past, assert liability under 
section 22(a) without benefit of the regulations. In other words, here 
we have “retroactivity” in favor of the taxpayer. Furthermore, the Trea- 
sury will not apply the regulations for any portion of 1946 if the grantor 
has during that year eliminated the controls which render him taxable 
under the newly stated rules.’ Since the regulations were promulgated 
at the close of 1945, the reprieve for 1946 has been explained as a means 
of affording donors a reasonable opportunity to adjust their affairs for 
1946 as well as later years. 

Before looking into the details of Mr. Pavenstedt’s strictures, we 
should mention a few matters not considered by him. A rule of tax law 
is neither a contract between taxpayer and Government nor a covenant 
running with a trust. It is a tentative response to varying circumstances. 
“Experience and new insight can be expected to produce rather constant 
change.” 7° Immunity today does not guarantee immunity tomorrow any 
more than a low rate today warrants a low rate tomorrow. To argue that 
taxpayers should be immune from disappointment through changing rules 
is to indulge in question begging. For they were never assured that the past 
would be eternal for their sake. If there is any certainty in this life, it is 
the certainty of change.” 
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292 See Blodgett v. Holden, 275 U.S. 142 (1927); Untermyer v. Anderson, 276 U.S. 
440 (1928). Cf. Nichols v. Coolidge, 274 U.S. 531 (1927). 

293 Cf. Burnet v. Wells, 289 U.S. 670 (1933). 

294 See Pavenstedt II, at 34. 

295 Reg. 111, Sec. 29.22(a)-21(f). 

296 Mim. 5968, Cum. But. 1946, No. 2, p. 8. 

297 Mim. 6071, Cum. Butt. 1946, No. 23, p. 2. The Bureau reserves the right to tax 
the grantor under § 22(a), without reference to the new regulations, for the portion of 
1946 preceding the termination of taxable control under the regulations. 

298 Cf. Helvering v. Wilshire Oil Co., 308 U.S. 90, 103 (1939). 

299 See Eisenstein, Another Glance at the Hallock Problem (1945) 1 Tax L. Rev. 
430, 438. 
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Charges of “retroactivity” have an enviable knack of dignifying them- 
selves as demands for elementary equity. Yet the concept of equity is 
noticeably narrow. A desirable virtue of any revenue system is that tax- 
payers deriving similar benefits should be similarly taxed. If, as Mr. 
Pavenstedt argues, new rules should not disturb old trusts, one settlor will 
be taxed while another is not, though the trusts of both are the same. 
Every new rule begins at some point and a line must consequently be 
drawn between present and past.*® But it is quite different to propose that 
a line should be drawn so that the past is projected into the present for 
certain taxpayers and not for others.*” 

Mr. Pavenstedt’s criticisms are twofold. Since the regulations move 
“far beyond many decided cases, it is unfair to apply its completely new 
standards to trusts created before the Supreme Court decided that Sec- 
tion 22(a) of the Code is applicable in determining to whom trust income 
should be taxed.”” In the second place, since the regulations “purport to 
be based on a Supreme Court decision but actually go far beyond such 
decision as theretofore judicially interpreted, their effectiveness should 
be limited to situations arising after their promulgation.” °°? The dif- 
ference between the two criticisms is that the second would additionally 
shelter existing trusts created after the Clifford decision from administra- 
tive invasion by regulation. 

We examine first the second criticism to the extent of the difference. 
Despite Mr. Pavenstedt’s reluctance to agree, the Clifford opinion recog- 
nized the Treasury’s power to deal with trust income under section 
22(a).° Taxpayers were in effect forewarned of lurking administrative 
possibilities through “appropriate regulations.” It is true that the regula- 
tions impose tax in situations removed from the context of the Clifford 
case. But it is also true that the lower courts have done the same. They 
have even done worse by imposing newly defined liabilities after the tax- 
able event and for prior years. The cases represent “retroactivity” at its 
crudest and cruelest, but Mr. Pavenstedt’s objection is nevertheless aimed 
solely at the more restrained Treasury. His discrimination brings us to 
his first criticism, which would create a tax distinction between trusts 
created before and trusts created after Mr. Justice Douglas’ fateful 
opinion. 

The recommended distinction presupposes that the Court “legislated” a 
new rule of tax law against settlors who had already relied on the older 


300 Cf, Claridge Apartments Co. v. Comm’r, 323 U.S. 141, 164 (1944). 

801 The line would add to administrative difficulties by establishing two sets of rules 
side by side. 

802 Pavenstedt II, at 35. 

808 See Part I. 
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rules. According to Mr. Pavenstedt’s paper of several years ago, “the tax- 
payer blessed with large resources” had “been advised quite definitely” 
that disaster was around the corner.*°* There was a strong implication 
that disappointed taxpayers had only themselves or their experts to blame 
if life was not as happy as originally contemplated. His version of the 
debacle was oversimplified, but highlighted a vital reality. Judicial legis- 
lation is one of the facts of tax life,*°* and some guess right and some 
guess wrong before right and wrong are finally ordained. 

If, however, reality is now too grim to face, Mr. Pavenstedt’s criticism 
is still perplexing. He does not propose that the Clifford principle of 
ownership should be confined to trusts created after the decision. Yet 
the same argument could be made that the decision and the many which 
followed unjustly frustrated the expectations of settlors creating trusts 
before the Clifford case. A simple explanation may perhaps clarify the 
apparent incongruity in his criticism of the “retroactive” regulations as 
distinguished from the “retroactive” cases. When the courts apply the 
Clifford principle case by case, they discover old law as good courts do. 
When the Treasury applies the same principle in comprehensive regula- 
tions, it legislates new law as wicked administrators do. Mr. Pavenstedt’s 
contrasting attitudes toward courts and administrators are remarkably 
reminiscent of a distinction drawn by Mother Goose. Courts, like “little 
girls,” are made of “sugar and spice and all that’s nice.” Administrators, 
like “little boys,” are made of “snakes and snails, and puppy dogs’ tails.” 
For those of us who dwell without the heavenly city and are sceptically 
disposed toward Mother Goose, the persuasive explanation may be that 
those who dwell within the city simply dislike the regulations without. 

A few examples are given to illustrate administrative “retroactivity” in 
action.* The first example is a ten-year trust created in 1945, which 
leaves the settlor unexpectedly taxable on the income for nine years to 
come after the regulations. Mr. Pavenstedt might have added that the 
hypothetical settlor may avoid tax by merely postponing the falling in of 
his reversion for at least ten years and a day from the date of postpone- 
ment. He has then created a term which is not “short” under the regula- 
tions.*°°” The example is about the worst illustration of unjust “retro- 
activity” because the donor may freely move out of the zone of liability. 
The second example is not much better. Here the settlor created a trust 
for a beneficiary whose life expectancy at the time was ten years, and 
the property is to return to the grantor or his estate after the beneficiary’s 
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804 Pavenstedt I, at 217. 

805 See 1 Paut, Feperat Estate anp Girt Taxation (1942) 43, 85. 
806 Pavenstedt II, 34-35. See note 60, supra. 

807 Reg. 111, Sec. 29.22(a)-21(c). See note 112, supra. 
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death. If the beneficiary “blithely exceeds his allotted span by one or 
even two decades,” the “unfortunate grantor will be helpless to do any- 
thing to ameliorate his position.” “Possibly,” it is hoped, “the beneficiary 
will have mercy and join” the grantor “in putting an end to the trust— 
that is, if the law of the State under which it is administered permits such 
a step.” Actually the grantor can easily be relieved of his misfortune, 
without depending on the beneficiary’s mercy, by doing what the donor 
in the first example may do.** 

The next example is a fifteen year trust “whose otherwise wholly in- 
dependent corporate trustee has the usual management powers but is 
authorized to invest only in such non-legals as the settlor may direct or 
approve.”’ Under these circumstances, it is said, “the grantor is driven by 
the new regulation to relinquish his power, the trustee will be limited to 
investments in legals so long as the grantor lives, a situation wholly 
contrary to the grantor’s intention.” Once more Mr. Pavenstedt has 
overdramatized the evils of “retroactivity.” If the settlor has retained a 
reversion following the fifteen year term, he may escape tax by making 
two simple changes. The first is a postponement of the trust’s end so 
that the term is at least fifteen years and a day from the date of post- 
ponement.°” The trust will then be of the long term variety under the 
regulations, and the grantor will be taxable only if his power over in- 
vestments is nonfiduciary in character. In order to make certain that the 
power is of the fiduciary kind, the grantor’s next step is to declare the 
power exercisable only in the interests of the beneficiaries and to relinquish 
any conceivable authority to exercise the power otherwise.*”° 

Another illustration is a power in a trustee, not the grantor, to shift 
income from one beneficiary to another. If the power is free of any 
reasonably definite external standard, the grantor will be taxable. Quite 
likely a number of such powers are nonreleasable and, while some work- 
able adjustment is possible in various instances, the grantor’s tax liability 
cannot be forestalled through a simple surrender or limitation of the 
power. But inability to avoid the tax is one thing and injustice of the tax 
is another. If the rule imposing liability is basically valid, the rule may, 
in the Treasury’s discretion, be fairly applied to those who created trusts 


808 See note 116, supra, 

809 Cf, note 112, supra, which considers an analogous question. 

810 A power is necessarily releasable to the extent that it is nonfiduciary in character 
because no duty is owed to others. 

The second step solves the so-called “perplexing” problem in Pavenstedt II, at 8, n. 9. 
Besides, the statement of the problem completely disregards § 3801 of the Code, which is 
most relevant if we recklessly agree that a problem exists. Mr. Pavenstedt does ~ ut seem 
to be aware that similar examples of misfortune are just as easily stated ucder the 
case law. 
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yesterday as well as those who create them tomorrow. In this respect the 
regulations are only emulating the established mores of the cases.** 


VI. A Finat GLIMPSE OF THE HEAVENLY CITY 


In closing his paper Mr. Pavenstedt reminds us again of the heavenly 
city and its preoccupations.*** “Even if the effect of the new regulations 
instead of raising new and additional uncertainties were to bring order 
out of chaos, they ought still to be resisted because of their provenance. 
It is not the function of the Secretary of the Treasury and his assistants 
to decree all short term trusts shall be disregarded for income tax pur- 
poses when Congress has refused to do so; ** it is not within their powers 
to distort a concept expounded by the Supreme Court and to disregard a 
host of decisions by the lower courts which have conscientiously sought 
to apply that concept.” Naturally we are referred to Mr. Justice Mc- 
Reynolds, who presumably never legislated and who once said, “Judicial 
legislation is a hateful thing.” Then Mr. Pavenstedt declares, “surely 
administrative legislation is even more odious.” The Clifford regulations 
are not “the Treasury’s first or only attempt in this direction,” but they 
are “the most ambitious to date” since they challenge “not only Congress 
but also the judiciary.” 

There is no need to re-examine Mr. Pavenstedt’s understanding of the 
Clifford opinion as contrasted with the Treasury’s. It is also unnecessary 
to study the baffling belief that the Treasury’s regulations legislate but 
the cases do not. Nor should we be influenced by the usual cliches about 
judicial legislation and Mr. Justice McReynolds’ denunciation of conduct 
in which the Justice repeatedly engaged.*** Judicial legislation may be 
hateful to many of us, but we should try to get used to the activity until 
courts are finally abolished. Far greater jurists have admitted the ob- 
vious—that judges legislate.“ The really important inquiry is whether 
they legislate wisely or unwisely. If Mr. Pavenstedt now wishes to 
dwell in the heavenly city and mourn, like the Federalists of old, over “the 


811In Pavenstedt II, at 35, it is pointed out that T.D. 5507, 1946 Cum. Butt., No. 8, 
p. 2, changing the regulations on stock options, was made inapplicable to options granted 
before a specified date. This example of administrative compassion is distinguishable for 
two reasons. The purpose of producing clarity and certainty would be seriously thwarted 
as to existing trusts if the regulations were inapplicable. Secondly, the immunity of those 
trusts would continue year after year while new trusts were taxed. 

812 Pavenstedt II, at 36-37. 

813 See Part I. 

314 May vy. Heiner, 281 U.S. 238 (1930), is as good an example as any. See Eisenstein, 
The Hallock Problem: A Case Study in Administration (1946) 58 Harv. L. Rev. 1141, 
1152-53. 

815 See, e.g., Carpozo, THE NATURE OF THE JupIctaAL Process (1921) 14. 
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ruins of ancient virtue,” *** he is privileged to do so. He should not be 
astonished if the Treasury resides elsewhere. 

Confronted with a maze of problems and given a mandate to solve 
them, the Treasury has evolved comprehensive regulations to further the 
needs of clarity and certainty. Some may feel that the line is too far over 
at one point. Others may feel that the line is not far over enough at a 
second point. Ambiguities may lurk here and there as they do throughout 
the tax law. Yet the vital question is not whether the regulations satisfy 
our personal notions of the superlative, but whether they are a reasonable 
response to disorderly intricacies. The Supreme Court is the final custodian 
of the answer unless, as Mr. Pavenstedt ardently hopes, Congress will 
issue its own answer. Of course, Congress enjoys the sovereign preroga- 
tive of overruling the regulations. Congress may even sanction, as he 
has already suggested, tax avoidance by five year trusts.**’ Perhaps we 
have at last reached the point where avoidance should no longer demand 
the slightest “fertility of invention” on the part of the tax bar.** If, 
however, Congress does exercise its prerogative, Mr. Pavenstedt’s com- 
plaints and criticisms will provide a rather poor excuse for the occasion. 


816 Brooks, THE WorLD OF WASHINGTON Irvine (1944) 41. 

317 See Problems Created by T.D. 5488 and Suggested Relief Therefrom, Committee 
on Taxation, American Bankers Association (1946) 33, and note 12, supra. See also 
Magill, What Shall We Do with the Clifford Case? (1945) 23 Taxes 300, 302. After 
stating that avoidance “in this area is no longer a serious threat,” Mr. Magill offers us 
a similar five-year proposal which will make the threat both serious and certain. Follow- 
ing a thorough study of the Clifford problem, the American Bankers Association has 
solemnly concluded: A grantor who parts with property for five years has “irrevocably” 
relinquished the property “for a substantial period of time.” See Report Proposing 
Amendments to Federal Income, Estate, and Gift Tax Laws, Committee on Taxation, 
Trust Division, American Bankers Association (1946) 22. Wonders never cease in the 
tax field. 

818 Cf, Burnet v. Wells, 289 U.S. 670, 676 (1933). 








Losses Availed Of in Consolidated Returns 
JEROME R. HELLERSTEIN 


Cs mneminis Federal income tax returns have as one of their major 
attractions the ability to offset the income of the members of the affiliated 
group by losses suffered by other affiliates. This is not, however, an un- 
mixed blessing. As a quid pro quo, the Commissioner has demanded that 
the basis of the stock or indebtedness of the unprofitable affiliate, held by 
other members of the affiliated group, be reduced by the amount of the 
losses availed of in consolidated returns. 

This obscure problem in corporate taxation, as to the effects of losses 
availed of in consolidated returns, has given rise to far-reaching issues 
in the relations between taxpayers and government and between ad- 
ministrative agencies and the courts. And it has reflected the fundamental 
interplay in our jurisprudence between positive law and natural law and 
between conceptualism and realism. We propose to examine the move- 
ment of the law in this area and the issues which it has brought in its wake. 


THE CONTROVERSY AS TO WHETHER A SALE OF AN AFFILIATE’S STOCK 
IS A TAXABLE TRANSACTION 


At the outset, the effect of losses availed of in consolidated returns 
became ensnarled in a larger problem. That problem was whether gain or 
loss is realized upon a sale by one affiliate of the stock of another affiliate 
during a year for which consolidated returns are filed or required. In 
the early decisions affecting consolidated returns, a struggle raged be- 
tween two underlying conceptions of consolidated returns. One school, 
which largely prevailed in the Board, held that members of the affiliated 
group must be treated for tax purposes as a single economic unit," whereas 


Jerome R. HELLERSTEIN is a member of the New York Bar and partner of Hellerstein 
& Rosier; lecturer in taxation at New York University School of Law and faculty editor 
of the Tax Law Review. 

1 Appeal of Farmers Deposit National Bank, 5 B.T.A. 520 (1926); Appeal of H. S. 
Crocker Co., 5 B.T.A. 537 (1926) ; Baker-Vawter Co., 7 B.T.A. 594 (1927) ; see Appeal 
of Gould Coupler Co., 5 B.T.A. 499, 516 e¢ seg. (1926) ; Hernandez v. Charles Ilfeld Co., 
66 F. (2d) 236, 238 (C.C.A. 10th, 1933), reh. denied 67 F. (2d) 236, aff’d 292 U.S. 62 
(1934). In Appeal of Farmers Deposit National Bank, supra, the Board said (p. 526) : 

“The effect of the consolidation of two or more companies is to weld them together for 
the purpose of computing the tax, as though they existed, in fact, as a single business 
enterprise. Their separate and distinct identities are merged in the interest of their 
community, just as effectively, so far as concerns the determination of the income and 
profits taxes, as though they existed under a single charter. These principles are funda- 
mental and go to the very root of the theory underlying the statutory requirement of 
consolidated returns for affiliated corporations.” 
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the other, adopted by several Circuit Courts of Appeals, espoused the 
view that the separateness of the corporate units must be carefully ob- 
served, with incomes merely combined for tax purposes.? The unitary 
theory espoused by the Board resulted in holdings that a sale by one 
affiliate of the stock of another affiliate must be treated as equivalent to a 
sale by a corporation of its own stock, and hence, as a capital transaction 
not resulting in gain or loss.* This view was applied to cases in which 
the stock of the affiliate being sold had been acquired from outsiders, as 
well as to those in which the affiliate had originally issued its stock directly 
to the other members of the affiliated group.* So long as the Board held 
this view, stocks of affiliates whose losses had been availed of by the 
affiliated group in consolidated returns were sold without realization of 
income by the affiliated group. However, the unitary theory was in a 
large measure rejected in the courts. In consequence, they held that the 
sale of an affiliate’s stock during a consolidated return period gave rise 
to gain or loss.° 

These conceptualistic discussions of the unitary economic theory versus 
the strict observance of corporate entities tended to confuse the issue. A 
more realistic approach to the problem would have broken the situations 
down into various types of cases. If B issues stock to A, an affiliated 
company, during a taxable year in which A and B are included in a 
consolidated return and, thereafter, A and B are included in the con- 
solidated returns of the same affiliated group until A sells B’s stock to a 
non-affiliate, there is good reason for holding that no gain or loss is 


2Comm’r v. Van Camp Packing Co., 67 F. (2d) 596 (C.C.A. 7th, 1933) ; Comm’r v. 
Ben Ginsburg Co., 54 F. (2d) 238 (C.C.A. 2d, 1931) ; Swift & Co. v. United States, 38 F. 
(2d) 365 (Ct. Cl. 1930) ; Palomas Land & Cattle Co. v. Comm’r, 91 F. (2d) 100 (C.C.A. 
9th, 1937) ; cf. Woolford Realty Co. v. Rose, 286 U.S. 319, 328 (1932). In Swift & Co. v. 
United States, supra, the Court said (p. 376): 

“We think it cannot fairly be claimed that the reference in section 240(a) to a ‘consoli- 
dated return of net income’ and to the computation of the tax ‘in the first instance as a 
unit’ implies the adoption of a complete economic unit theory, i.e., the obliteration and 
disregard of corporate structures in the determination of taxable income, and also such 
modifications of other provisions of the statute as may be necessary to give due effect to 
the logical consequences of the acceptance of that theory. . In the enactment of section 
240, Congress was simply laying down the principle that “where a group of companies 
constituted ‘a single business unit, the net income, determined in accordance with the 
general principles of law, should be combined, losses being offset against gains, and the 
rate of tax should be determined by the relation between such combined net income and 
the invested capital of the group as a whole, each corporation being at all times separately 
recognized and individually liable for its proportion of the tax according to the net income 
properly assignable to it.” 

8 See cases cited in supra note 1. 

4 Ibid. 

5 Comm’r v. Van Camp Packing Co., 67 F. (2d) 596 (C.C.A. 7th, 1933) ; Remington 
Rand, Inc. v. Comm’r, 33 F. (2d) 77 (C.C.A. 2d, 1929), cert. denied 280 U.S. 591 (1929). 
It is interesting to note that in the Remington Rand case, the Court made the dubious 
assertion that the sale of the affiliate’s stock “took place outside the period of affiliation.” 


(33 F. (2d) at 78). 
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realized on the transaction, since the stock was always within the group. 
On the other hand, if B’s stock was acquired from non-affiliates and is 
subsequently sold to non-affiliates, the sale to outsiders involves an eco- 
nomic benefit or loss to the group which may be properly taken into 
account. This distinction, however, has not been drawn in the cases or 
the regulations.® 


THE CONTROVERSY AS TO WHETHER THE LIQUIDATION OF AN 
AFFILIATED COMPANY IS A TAXABLE TRANSACTION 


While the struggle between these two theories of consolidation was still 
in progress, the issue as to the effect of losses availed of in consolidation 
arose in a different guise. It came up in a case involving a liquidation of 
a subsidiary." Section 112(b)(6) had not yet been enacted, so that if 
separate returns had been filed, the liquidation of a subsidiary by a 
parent company would have constituted a taxable transaction to the 
parent.° The Government and taxpayers became embroiled in a problem 
in metaphysics. It is hornbook law of consolidated returns that inter- 
company transactions between affiliates do not give rise to gain or loss,° 
but the Treasury, the courts and taxpayers have experienced great diffi- 
culty in defining the precise area of intercompany transactions. In the 
case of the liquidation of an affiliate, the Board, in its early decisions, 
took the position that liquidation does not terminate the affiliation, but at 
other times that the parent company’s gain or loss on its investment in the 
affiliate takes place prior to the termination of the affiliation.*® Later, 
however, the Board and the courts held that liquidation terminates the 
affiliation and that the parent company’s gain or loss takes place thereafter, 
outside the affiliation.” 


6 See discussion under The Current Regulations, infra. 

7 Riggs National Bank, 17 B.T.A. 615 (1929), aff'd sub nomine Burnet v. Riggs 
National Bank, 57 F. (2d) 980 (C.C.A. 4th, 1932). The case involved a merger on its 
facts, but no distinction has been drawn in the cases between mergers and other forms of 
liquidation. Manchester Savings Bank & Trust Co., 34 B.T.A. 1008 (1936). 

8 1.R.C. §112(b) (6) was enacted by § 110 of the Revenue Act of 1935. 

® Reg. 104, Sec. 23.31(d) (1) (i). 

10 Appeal of U. S. Trust Co., 1 B.T.A. 901 (1925) ; Mackechnie Bread Co., 5 B.T.A. 
883 (1926) ; see, also, Sol. Op. 131, I-1 Cum. Butz. 18 (1922) ; G.C.M. 1501, VI-1 Cum. 
Butt. 260 (1927) ; G.C.M. 2774, VII-1 Cum. Butt. 196 (1928). 

11 Riggs National Bank, 17 B.T.A. 615 (1929) ; Hernandez v. Charles Ilfeld Co., 66 F. 
(2d) 236 (C.C.A. 10th, 1933), reh. denied 67 F. (2d) 236, aff'd 292 U.S. 62 (1934); 
Manchester Savings Bank & Trust Co., 34 B.T.A. 1008 (1936). In Burnet v. Aluminum 
Goods Manufacturing Co., 287 U.S. 544 (1933), the Court held that, under the regulations 
issued pursuant to the 1917 Act, a loss on the liquidation of a subsidiary took place during 
affiliation and was, nevertheless, deductible. Compare the Supreme Court’s holding in 
Hernandez v. Charles Ilfeld Co., supra, disallowing such a loss by reason of the regula- 
tions issued under the 1929 Act. 
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This exercise in semantics resulted in much confusion and in obfuscation 
of the issues. 

Again, what was required was a breaking down of the situations into 
their factual patterns. Had the stock of the subsidiary been acquired from 
non-affiliates, or on original issue by the subsidiary? If on original issue, 
there might be good reason for denying any loss on the liquidation of 
the subsidiary and limiting the group’s losses to the prior and subsequent 
disposition of the underlying assets. Was the business of the subsidiary 
terminated, or was it to be continued by another company? If it was 
terminated by the liquidation and the stock had been acquired from out- 
siders, there might be good reason for allowing a liquidation loss on the 
stock. On the other hand, if another affiliate was to carry on the sub- 
sidiary’s business, there might be justification for treating the transaction 
as incomplete and as postponing taxable realization to a future sale of the 
assets.” Conceivably, also, the results might differ depending upon 
whether the subsidiary is liquidated into another subsidiary, the basis of 
whose stock on its eventual disposition would reflect the gain or loss; or 
whether the subsidiary is liquidated into the common parent corporation, 
in which event if the gain or loss on the stock is not recognized on the 
liquidation, no such gain or loss will ever be recognized. Finally, the 
enactment in 1935 of Section 112(b) (6), which constituted a Congres- 
sional determination that gain or loss upon the subsidiary’s stock should 
not be recognized on the liquidation of subsidiaries whose assets are 
distributed in cancellation of stock, required a reexamination of the 
problem.” ; 

Eventually, the law was established that a sale of the stock of an affiliate 
which results in disaffiliation requires recognition of gain or loss.** The 
current regulations provide for non-recognition of gain or loss in the 
case of the liquidation of a subsidiary during a consolidated return year 
which does not fall within Section 112(b) (6), provided the business of 
the subsidiary is not carried on by any other affiliate.” 

Having reached the conclusion that sales of an affiliate’s stock, or the 
liquidation of an affiliate, may give rise to gain or loss, the Board and 
the courts were obliged to consider the effects of losses of the affiliate 
availed of during consolidated returns years. 





12 The current regulations draw a distinction along the lines indicated. Reg. 104, Sec. 
23.37 (a). 

18 Liquidations of subsidiaries during consolidated returns years which satisfy the 
provisions of I.R.C. §112(b) (6) are non-taxable under the current regulations. Reg. 104, 
Sec. 23.37 (a). 

14 See cases cited supra note 5. 

15 Reg. 104, Sec. 23.37. 
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THE EFFECT OF A SUBSIDIARY’S ACCUMULATED EARNINGS AND PROFITS: 
THE REMINGTON RAND Case 


In Remington Rand, Inc. v. Commissioner, the converse of losses of an 
affiliate availed of in consolidated returns was presented.** There, the 
parent company sold for $60,000, during a consolidated return year, the 
stock of an affiliate which it had purchased from non-affiliates for $45,000. 
Consolidated returns had been filed in intervening years and the subsidiary 
had accumulated $28,000 in earnings and profits which it had not dis- 
tributed to the parent company ; it had suffered no net losses during any 
of the consolidated return years. The taxpayer contended that there was 
a constructive receipt and reinvestment by it of all the subsidiary’s earn- 
ings, pointing out that if it had received the subsidiary’s earnings, they 
would not have increased its income, since distributions of earnings to 
affiliates constitute intercompany items. Therefore, the taxpayer claimed 
a basis of its actual cost of $45,000, plus the subsidiary’s undistributed 
earnings of $28,000, or a total of $73,000, and hence a loss on the sale of 
$13,000. The Commissioner asserted a profit of $15,000, and was upheld 
by the Court. 

A few months later the Board for the first time considered the effects 
of losses availed of in consolidation, the case arising upon the merger of 
a subsidiary whose stock had been purchased from non-affiliates during 
the same year.*’ After determining that the loss on the subsidiary’s stock 
was to be recognized, the Board held that the loss on the stock should be 
reduced by the losses of the subsidiary used to offset the parent company’s 
income in consolidated returns. Otherwise, said the Board, there would 
be a double deduction for the same loss. The Remington Rand case had 
been cited to the Board, which apparently regarded that decision, involving 
profits of a subsidiary during consolidation, as inconsistent with its deci- 
sion in a case involving losses of the subsidiary. The Board, therefore, 
respectfully noted its disagreement with the Circuit Court of Appeals for 
the Second Circuit and refused to follow that Court. 

Subsequently, the issue as to the effect of losses availed of in consoli- 
dated returns arose in the District Court for the Southern District of New 
York in United Publishers Corporation v. Anderson.** That Court, too, 
thought that the Remington Rand case forbade a reduction in basis of a 
subsidiary’s stock by reason of losses availed of in consolidation, in com- 
puting the parent company’s loss on the sale of the stock. Unlike the 


16 Remington Rand, Inc. v. Comm’r, 33 F. (2d) 77 (C.C.A. 2d, 1929), cert. denied 280 
U.S. 591 (1929). 

17 Riggs National Bank, 17 B.T.A. 615 (1929). 

18 42 F, (2d) 781 (D.C., S.D. N-Y., 1930). 
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Board, the District Court felt itself bound to follow the decision of the 
Circuit Court of Appeals for the Second Circuit, its own Circuit. There- 
fore, it rejected the Commissioner’s reduction of the basis for the 
subsidiary’s stock by losses availed of in consolidation. 

In the meantime, the Commissioner had been issuing rulings on the 
question. At first, he took the position that losses availed of in con- 
solidated returns serve to reduce the basis of the parent company’s hold- 
ings in its subsidiary upon a sale of the subsidiary’s stock.*® He relied on 
the holding of the Supreme Court, without the aid of a specific statutory 
provision, that allowable depreciation reduces the tax basis of property 
because any “other construction would permit a double deduction for the 
loss of the same capital assets.” *° The Commissioner held that it was 
proper to reach the same result in the case of losses availed of in 
consolidation. 

The General Counsel of the Bureau had at the same time ruled that 
undistributed income of the subsidiary, which had been taxed to the con- 
solidation, did not increase the parent company’s basis for its stock.” 
This is an entirely proper distinction, for the inclusion of the subsidiary’s 
net income by the affiliated group does not increase the income of the 
affiliated group over what it would have been if separate returns had been 
filed, whereas a net loss of the subsidiary does reduce the group’s net 
income below the amounts which would be taxable on a separate return 
basis. 

However, as a result of the District Court’s decision in the United 
Publishers Corporation case, the same General Counsel of the Bureau 
reversed himself and determined that no adjustment in basis should be 
made on the sale of the subsidiary’s stock to outside interests on account 
of either gains or losses of the subsidiary availed of during consolidated 
return years.”* This reversal reflected a remarkable bending of the knee 
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19 G.C.M. 7765, IX-1 Cum. Butt. 223 (1930). 

20 United States v. Ludey, 274 U.S. 295 (1927). 

21 See note 19, supra. 

22 G.C.M. 8889, IX-2 Cum. Butt. 236 (1930). It should be observed that the Depart- 
ment of Justice, not the Bureau of Internal Revenue, determines whether appeals should 
be taken from District Court decisions adverse to the Government in tax cases. Since no 
appeal was taken from Judge Patterson’s decision in the United Publishers Corporation 
case, it appears likely that the Department of Justice concurred in Judge Patterson’s 
decision. Doubtless, the General Counsel of the Bureau reversed himself in G.C.M. 8889 
because of the failure of the Department of Justice to take an appeal in the United 
Publishers Corporation case, which was decided only a few months after the General 
Counsel had taken a contrary position in G.C.M. 7765. Otherwise, inconsistent policies 
would have prevailed in the Government’s treatment of taxpayers before the Bureau and 
in the courts. However, it is understood that at least since the promulgation of G.C.M. 
11676, XII-1 Cum. But. 75 (1933), the Bureau’s actual practice has been to require a 
reduction in the basis of the stock of a subsidiary, on account of losses availed of in 
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to a District Court by an administrative agency. Such yielding to lower 
court decisions would do havoc to the work of administrative agencies 
generally. Moreover, the Government gave way to a fallacious argument, 
based on an assumed necessity of identical treatment of profits and losses. 
A factual appraisal of the comparative effects of gains and losses of a 
subsidiary on the taxable income of the affiliated group, instead of reliance 
on a conceptualistic notion of equality, should have demonstrated the 
soundness of the Bureau’s original position.” 


Tue 1928 Act AND THE CONSOLIDATED RETURNS REGULATIONS 


Into the middle of this controversy Congress flung the radically revised 
provisions of the 1928 Act governing consolidated returns. Prior to the 
1928 Act, Section 141 had authorized the filing of consolidated returns 
without any specific provision dealing with regulations affecting such 
returns. The general provisions of the acts authorizing the promulgation 
of consolidated returns regulations were applicable; and, indeed, only a 
few rather general regulations relating to such returns had been issued, 
and they were incorporated in the income tax regulations.” 

The 1928 Act adopted a new technique. The Commissioner was 
specifically given broad powers to promulgate, with the consent of the 
Secretary of the Treasury, regulations dealing with consolidated returns ; 
and the filing of, or inclusion in, such returns was conditioned on the 
consent of all members of the affiliated group to the regulations pre- 
scribed prior to the filing-of the returns.” As a result, on January 3, 
1929, Regulations 75, the first separate set of regulations dealing with 
consolidated returns were issued; and special consolidated returns regu- 
lations have been issued ever since. The first year to which Regulations 75 
applied was 1929. These are legislative regulations, based on a specific 
grant of power to fill in gaps left in the legislation by Congress, as dis- 
tinguished from the usual interpretative regulation.” Consequently, the 
Commissioner has greater latitude in prescribing the provisions than in 
case of the usual interpretative regulation.” 


consolidated returns, in cases in which the parent company claimed a loss upon a sale, 
exchange or other taxable disposition of the subsidiary’s stock. 

28 G.C.M. 8889 was revoked in 1933 by G.C.M. 11676, XII-1 Cum. Butt. 75 (1933), 
in reliance on Burnet v. Aluminum Goods Manufacturing Co., 287 U.S. 544 (1933) and 
Burnet v. Riggs National Bank, 57 F. (2d) 980 (C.C.A. 4th, 1932). 

24 See Reg. 45, 62, 65 and 69, Arts. 631 et seg.; Reg. 74, Arts. 711 et seq. 

25 Revenue Act of 1928, § 141. 

26 For the distinction between legislative and interpretative regulations, see Lee, Legis- 
lative and Interpretative Regulations (1940) 29 Grorcetrown L. J. 1; Griswold, A 
Summary of the Regulations Problem (1941) 54 Harv. L. Rev. 398. 

27 See note 26, supra. 
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In Regulations 75, the Commissioner provided that the basis of stocks 
of affiliates is to be reduced, upon sale or other disposition, by losses of the 
affiliate availed of during each consolidated return period in which it was 
included in such returns “including only the taxable year 1929 and sub- 
sequent taxable years” ** The basis reduction was to be made only in those 
cases in which the affiliation was broken by the sale or other disposition, 
and it was limited to losses which could not have been availed of in sepa- 
rate returns, had such returns been filed.” 





Tue ILFELD Case 


Eventually, the Supreme Court was called upon to consider the effect 
of losses availed of in consolidated returns. The case which reached that 
tribunal, Charles Ilfeld Co. v. Hernandez, had an interesting history. 
The taxpayer sued in the District Court of New Mexico for a refund of 
an overpayment of 1929 corporate income taxes. In 1917 and 1920, the 
taxpayer had purchased all the capital stock of two corporations. There- 
after, the taxpayer made advances to each of the subsidiary companies. In 
December 1929, each subsidiary sold all its assets to non-affiliates, paid 
its outside creditors and turned over the balance of its assets to the tax- 
payer. For the years 1918 to 1929, inclusive, the subsidiaries had been 
included in the taxpayer’s consolidated returns and the losses of each 
subsidiary were offset against the parent company’s net income included 
in the consolidated returns. In filing its returns for the year of the sales 
and liquidations, the taxpayer had taken no deduction for the losses 
sustained on the liquidation of the subsidiaries. The right to such a de- 
duction was, however, claimed in the suit for refund. The amount of 
deduction sought was the difference between the taxpayer’s basis for its 
investment in the stock and debt of each subsidiary and the respective 
amounts received on liquidation, without reduction of the basis of the 
investments by the losses of the subsidiaries availed of in consolidated re- 
turns. In fact, the losses availed of during the consolidated return years 
in each case exceeded the losses claimed by the taxpayer. 

The District Court allowed the refund.* The Circuit Court of Appeals 
for the Tenth Circuit rejected the Commissioner’s contention, as set forth 
in the regulations, that the liquidation of the subsidiaries during a con- 
solidated return period constituted an intercompany transaction, and 


28 See Article 34(c) (2), quoted in note 35, infra. For the provisions of the regulations 
relating to losses on sales of bonds of an affiliate, see discussion under The Current Regu- 
lations, infra. 

29 Reg. 75, Arts. 34 and 35. 


80 292 U.S. 62 (1934). 
8115 A.F.T.R. 819 (D.C. N.Mex. 2462 Law, Aug. 19, 1932). 
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hence gave rise to no loss, but it nevertheless reversed the Court below, 
holding that the amount of the loss otherwise allowable must be reduced 
by the losses of the subsidiaries availed of by the taxpayer in its consoli- 
dated returns.*? The Court’s conclusion was based on its vigorously ex- 
pressed view that to allow the deduction without diminution by reason 
of the subsidiary’s losses already utilized in consolidation would be 
inequitable, since it would produce a double deduction for the same loss. 
Judge McDermott declared : 


A corporation which each year deducts the operating losses of its subsidiary 
from its own income, ought not to be allowed to accumulate those losses and 
take them again when the subsidiary is finally liquidated. . . .** 

. . . no one has suggested any reason why a double credit for the same loss 
should be allowed, except the inept analogy that an individual stockholder is 
entitled to his capital loss on sale of his stock without diminution for cor- 
porate losses—an analogy which overlooks the controlling circumstance that 
the individual’s personal tax was not reduced through the years by the losses 
of his corporation.** 


The Court’s eloquent demonstration that a double deduction for the 
same loss was unwarranted did not, however, dispose of the taxpayer’s 
major contention that the regulations required no reduction in basis for 
years prior to 1929. It must be remembered that it was the year 1929, in 
which a consolidated return had been filed, which was before the Court. 
In this case, virtually all the subsidiary’s losses involved were for years 
prior to 1929. Under the language of the regulations, the taxpayer’s con- 
tention appeared to be unassailable. For the regulation provided that 
basis was to be reduced “only” for losses availed of during “the taxable 
year 1929 and subsequent taxable years.” ** 

The Bureau has sought to explain this restriction by contending that 


82 66 F. (2d) 236 (C.C.A. 10th, 1933), reh. denied 67 F. (2d) 236. 

383 66 F. (2d) at 240. 

84 This statement was made in the Court’s second opinion, on rehearing. 67 F. (2d) 236 
at 236-237 (1933). On the application for rehearing, the petitioner was buttressed by an 
impressive group of amici curiae. The Court indicated its reaction to the role played by 
its interested “friends” by saying: 

“Counsel for other litigants have volunteered to act as friends of the court, all asserting 
the legal right to deduct losses a second time, and reminding us that if there is a crevice 
in the dike by which the actual income of affiliated corporations escapes taxation, it is not 
the function of the judiciary to stop the leak. This widespread and acute interest indicates 
that the crevice is not of insignificant dimension.” (p. 236). 

85 Regulations 75 and 78 provided unequivocally that “there shall be deducted the 
aggregate of [Regulations 78 used the words ‘the sum of’ instead of ‘the aggregate of’] 
the losses of such issuing corporation sustained during each of the consolidated return 
periods (including only the taxable year 1929 and subsequent taxable years) after such 
corporation became a member of the group and prior to the sale of the stock, to the extent 
that such losses could not have been availed of by such corporation as a net loss in com- 
puting its tax for such periods if it had made a separate return for each of such periods.” 
(Art. 34(c) (2) ; our emphasis). 
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Regulations 75 were not designed to affect the treatment of losses availed 
of for any year prior to 1929; and that the clause should be construed as 
meaning that the controversy as to the effect of losses for prior years was 
to be left to the courts for decision, unaffected by the new regulations.** 
The circumstances of the adoption of Section 141 by the 1928 Act give 
credence to this view. There had existed a great deal of dissatisfaction 
with the uncertainties and controversies which had arisen in connection 
with consolidated returns.** Indeed, the situation had reached a point 
where there was strong sentiment for the elimination of consolidated re- 
turns altogether.** One of the controversies which had been raging was 
this very issue as to the effect of losses availed of in consolidated returns 
on the basis of the subsidiaries’ securities held within the affiliated group.*® 
Congress finally decided to retain the consolidated returns privilege in the 
Act, but in so doing, it granted broad authority to the Commissioner to 
prescribe regulations which would eliminate much of the confusion and 
uncertainty which had theretofore existed.“ 

When the Commissioner came to promulgate the regulations, he had 
these two alternatives: (1) He could determine that any group of tax- 
payers filing a consolidated return for 1929 or any subsequent year must 
thereby consent to reduce basis by reason of losses availed of in con- 
solidated returns for all years, including years prior to 1929. This basis 
reduction would take place upon a subsequent sale or other disposition of 
the subsidiary’s stock. (2) He could determine to make his rule prospec- 
tive only and limit its effect to losses for the consolidated return year 
1929 and subsequent years, leaving open to the Courts the determination 
as to how losses availed of for prior years should be treated. The Com- 
missioner has asserted that he chose the latter course in the regulations.** 
Otherwise, taxpayers desiring to file consolidated returns for 1929 or 
later years would be obliged to waive their claim that losses availed of 
for earlier years, not theretofore covered by regulation, did not result in 
a reduction in basis. 





36 The Bureau’s position was stated in its brief in Inter-Island Steamship Co., 42 B.T.A. 
1064 (1940). The Commissioner argued that Regulations 75 and 78 apply only to losses 
availed of for years to which such regulations apply, viz. 1929 and later years; and that 
he “would have exceeded his authority if he had attempted to make a disposition of losses 
prior to 1929” in those regulations. “These prior losses were to be handled in accordance 
with applicable statutes and regulations.” Respt’s Br., p. 13. G.C.M. 7765 and G.C.M. 
8889, cited supra notes 19 and 22, were issued subsequent to the promulgation of Regula- 
tions 75 but they related to a year prior to 1929, namely, 1926. 

87 See Sen. Rep. No. 960, 70th Cong., Ist Sess. (1928) as reported in 39-1 Cum. But. 
(Part 2) 417-419. 

38 [bid. 

39 Jbid. 

40 bid. 

41 See note 36, supra. 
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The language of the regulations, however, falls far short of expressing 
this intention. Instead, it strongly suggests that the Commissioner was 
promulgating a rule that losses availed of in consolidated returns for years 
subsequent to 1928 would serve to reduce basis, but that losses availed of 
in earlier years need not be taken into account. 

Here, then, was an apparent conflict between the language of the regu- 
lations and the Court’s conviction that to follow the regulations would be 
to allow an unjustified double deduction.*? Proceeding on the premise, 
usually unarticulated but often employed by the courts, that what ought 
not be, cannot be, the Court stated that the view that losses for years prior 
to 1929 are not to be taken into account, would produce an “unjust and 
anomalous result not lightly to be imputed to the Treasury Department,” 
and then proceeded to ignore the language of the regulation by vague 
references to “the apparent anomaly of the parenthetical clause” and to 
the taxpayer’s burden of proof. 


42 It should be pointed out that the regulation dealing with reduction of basis upon 
the sale or disposition of stock of an affiliate because of losses availed of in consolidated 
returns is explicitly made applicable to such liquidating distributions, if they take place in 
a year for which separate returns dre filed. (Reg. 75 and 78, Art. 37(b)). The reason ~ 
for this distinction is that the regulations treated liquidating distributions, whether in- 
volving a partial or complete liquidation as intercompany transactions on which gain or 
loss would not be recognized, whereas such distributions in nonconsolidated return years 
were taxable transactions (Idem, Art. 37). 

This state of the regulations produced a curious situation when the Court rejected the 
Commissioner’s regulation holding that the liquidation resulted in no gain or loss. The 
result was that Article 34 did not expressly govern the situation. If that Article did not 
cover the case, there was no applicable regulation providing for reduction in basis. How- 
ever, it is entirely reasonable to construe Article 34(c) as covering all taxable dispositions 
of stocks of affiliates (see the language in Article 34(c) “any sale or other disposition” 
of stock). Hence, upon the Court’s determination that an intercompany liquidation is a 
taxable transaction, Article 34(c) became applicable. 

4867 F. (2d) at 237. In reply to counsel’s contention that pre-1929 losses could not be 
taken into account, the Court stated that Article 34(c)(2) does not stand alone, but is 
part of a section providing for “an intricate determination and adjustment of the shares 
of stock of a subsidiary immediately prior to the sale, a determination and adjustment 
which doubtless was intended to eliminate the apparent anomaly of the parenthetical clause 
in 34(c)(2).” Ibid. Thése are large, vague words which do not explain much. There- 
upon, the Court virtually abandoned its attempt to explain away “the apparent anomaly” 
in the regulation by declaring that the burden was on the taxpayer to show that the basis 
used by the Commissioner was incorrect; and that there were no findings below to show 
error. Burden of proof had nothing to do with the problem. It was a question of law. 
Besides, the District Court had found for the taxpayer, so that presumably the burden of 
proof in the case had been met. 

My criticism of the opinion should not be taken as indicating lack of respect for the 
conclusion reached. Indeed, on the whole, Judge McDermott’s opinion and decision are 
in the finest tradition of the bench. In essence, the taxpayer’s claim simmered down to a 
demand for a double deduction of the same loss. Despite the Bureau’s contention that 
the regulation was not intended to deal with pre-1929 losses but to leave the effect of 
such losses to judicial decision unaffected by the regulations, the Court was apparently 
unable to adopt such a construction. Therefore, having found that the liquidation was not 
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The Supreme Court sustained the decision of the Circuit Court of 
Appeals, although it did not entirely agree with the lower court’s reasons 
for the result.** It disagreed with the Circuit Court’s determination that 
the liquidation of a subsidiary gives rise to gain or loss. Instead, the 
Court sustained the Commissioner’s contention that the liquidation of a 
subsidiary during a consolidated return period is an intercompany transac- 
tion, giving rise to no gain or loss.** That holding would have sufficed for 
disposition of the case, but the Court went on to discuss the effect of the 
losses of subsidiaries availed of in consolidated returns. In a dictum 
which is the leading pronouncement on the subject, Justice Butler stated 
that to allow the claimed deduction would: 


permit petitioner twice to use the subsidiaries’ losses for the reduction of its 
taxable income. . . . In the absence of a provision of the Act definitely re- 
quiring it, a purpose so opposed to precedent and equality of treatment of 
taxpayers will not be attributed to lawmakers.** 


Justice Butler’s comment in response to the taxpayer’s contention that 
the regulations specifically provided that only losses availed of beginning 
with the taxable year 1929 need be taken into account was as follows: 


There is nothing in the Act that purports to authorize double deduction of 
losses or in the regulations to suggest that the commissioner construed any of 
its provisions to empower him to prescribe a regulation that would permit 
consolidated returns to be made on the basis now claimed by petitioner.** 


tax-free as an intercompany transaction, it had to make a choice. It made a choice, an 
articulated choice and it chose equity and justice as against a badly-drawn regulation. 
See Holmes, Privilege, Malice and Intent (1894) 8 Harv. L. Rev. 1 for an analysis of 
social judgments made by courts and a plea for articulation of the judgments which 
underlie decisions; and see Pekelis, The Case for a Jurisprudence of Welfare (1944) 
11 Soctat Research 312. This appeal to natural law as a higher law supervening the 
regulation is in the best American legal tradition. (See FriepMann, Lecat THEOory, 
(1944) pp. 48 to 58). Undoubtedly, the force of Judge McDermott’s opinion had its effect 
on the Supreme Court, which went out of its way to utter its dictum, discussed below, 
dealing with the issue. In addition, the Circuit Court of Appeals for the Fourth Circuit 
followed Judge McDermott’s views in Comm’r v. Apartment Corporation, 67 F. (2d) 3 
(C.C.A. 4th, 1933). 

44292 U.S. 62 (1934). For a discussion of the cases dealing with the liquidation of 
subsidiaries prior to the Supreme Court’s decision in the J/feld Co. case, see W. M. Ritter 
Lumber Co., 30 B.T.A. 231 (1934). 

45 This view was, in general, adopted by Congress in 1935 even as to separate taxpayers 
by the enactment of I.R.C. §112(b) (6). See note 8, supra. The present Consolidated 
Returns Regulations provide that gain or loss to the parent company will be recognized 
in the case of the liquidation of a subsidiary only if the transaction does not fall within 
§ 112(b) (6) and if the business of the subsidiary is bona fide terminated and is not carried 
on by another affiliate. Reg. 104, Sec. 23.37. 

46 292 U.S. at 68. 

47 Jbid. The Court put to rest the contention that to allow the losses as an offset would 
require increasing the basis in the case of a gain, by saying: 

“Where all the members gain, total taxable income is the same on a consolidated return 
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The language quoted above suggests that the Court regarded the Com- 
missioner as lacking in authority to promulgate a regulation which would 
permit pre-1929 losses to be disregarded in reducing the basis of the stock 
and debt of the liquidated affiliate.** 

Following the J/feld decision, the Board reduced the basis of stock for 
losses availed of prior to 1929 in a case involving a sale breaking affilia- 
tion, which falls squarely within Article 34(c).® 

The view expressed in the opinions in the Jlfeld case that losses availed 
of in consolidated returns should offset losses realized on a sale or other 
taxable disposition of stock, bonds or other investments in subsidiaries is 
eminently sound. It prevents an unjustified windfall and avoids discrimi- 
nation between a corporation which operates various branches of its 
business through separate corporations and which files consolidated re- 
turns, and a corporation which operates its branches through a single 
corporate entity. The losses of a branch of a business which operates 
through a single corporate entity, are normally reflected in the reduced 
basis of the assets of the unprofitable branch. The reduction of basis of 
investments in a subsidiary company, whose losses have been availed of 


as upon separate ones. But where as in the case before us the subsidiaries lose and the 
parent gains, the losses of the former go in reduction of the taxable income of the latter. 
Considerations that justify inclusion of the profits made by all the members do not support 
the double deduction claimed.” (292 U.S. at 69) 

48 See, also, the language of the Board of Tax Appeals in Inter-Island Steam Navigation 


Co., quoted in note 56, infra. Despite the broad legislative authority vested in the Com- 
missioner to promulgate consolidated returns regulations, such regulations are not immune 
from attack. National Railway Time Service Co. v. Comm’r, 88 F. (2d) 904 (C.C.A. 7th, 
1937) ; Corner-Broadway Maiden Lane v. Comm’r, 76 F. (2d) 106 (C.C.A. 2d, 1935) ; 
Colson Co., 37 B.T.A. 1031 (1938) ; see Lee, nete 26, supra. Normally, a regulation favor- 
ing taxpayers, such as the parenthetical clause of Article 34(c) interpreted so as to 
exclude consideration of pre-1929 losses, would not be assailed and its validity would, 
therefore, not come into question. But it is entirely possible that a Court might hold 
invalid a regulation favoring taxpayers in a case arising by reason of an interpretation 
problem or on other issues. Compare the statement in the J/feld case quoted supra. 

That Regulations 75 and 78 with their apparent exclusion of pre-1929 losses, have hurt 
rather than helped the Government’s position is further indicated by McLaughlin v. Pacific 
Lumber Co., 293 U.S. 351 (1934). In that case, the taxpayer sought a deduction for the 
worthlessness of its investment in the stock of, and advances to, a subsidiary, with which 
it had filed consolidated returns for the years 1920 to 1923. The deduction was claimed 
for the year 1923, when the subsidiary was liquidated. The Court experienced no difficulty, 
without benefit of regulation, in disallowing the loss, in the absence of a showing that the 
losses availed of to offset the taxpayer’s income would not result in a double allowance 
of the same loss. Justice Butler declared that “a consolidated return . .. may not be 
employed to enable the taxpayer to use more than once the same losses for reduction of 
income.” (p. 355). 

49 Niagara Share Corp. of Maryland, 31 B.T.A. 832 (1934), reversed on another 
ground in 82 F. (2d) 208 (C.C.A. 4th, 1936). It should be noted that the Board did not 
discuss the regulations; it merely declared: “In accordance with Article 34(c)(2), 
Regulations 75, this operating loss must be used to adjust the basis for gain or loss on 
the sale of the stock. Charles Ilfeld Co. v. Hernandez, 292 U.S. 62.” (p. 838). 
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in consolidated returns, produces a similar result in the case of a cor- 
poration operating its branches through subsidiary corporations. There 
should be no quarrel with the proposition that the results should be es- 
sentially the same, whether the branch is operated through a single cor- 
porate entity or through several corporations filing consolidated returns. 


THE BuREAU’S POSITION AND THE DicTtuM IN THE JLFELD Case 


When the J/feld decision was handed down in 1934, the Bureau found 
itself confronted with the following: 

1. The parenthetical clause of Article 34(c) of Regulations 75 and 78, 
which appeared to require no reduction in the basis of stock for losses 
availed of for years prior to 1929. The regulations applied only to mem- 
bers of affiliated groups filing consolidated returns for years subsequent 
to 1928, which thereafter made sales, exchanges or other taxable disposi- 
tions of stocks of affiliates. 

2. The Jifeld dictum, which had emasculated the apparent meaning of 
the parenthetical clause of the regulations with respect to losses availed 
of for years prior to 1929. This result, however, was in line with the 
Bureau’s view that the regulation did not purport to deal with losses 
availed of in years prior to 1929 and that, as to such years, the matter 
was to be left for judicial interpretation. The Court’s dictum in the I/feld 
case, therefore, constituted an interpretation satisfactory to the Bureau. 

3. The Bureau’s actual practice with respect to all years, whether prior 
or subsequent to 1929 and whether or not consolidated returns were filed 
for years after 1928. Under the Bureau’s practice, reduction of the basis 
of the affiliate’s stock was required in all such cases by reason of losses 
availed of in consolidated returns. 

Here, then, was confusion and uncertainty growing out of a badly 
drawn regulation upon whose validity the Supreme Court had cast doubt 
in its dictum in the J/feld case. Here, also, was inconsistency between the 
Bureau’s actual practice and the apparent meaning of the regulations. To 
remedy this confusion, uncertainty and inconsistency, the Bureau did 
nothing whatever for eleven years. It took the Bureau from 1934 to 1945 
to eliminate the parenthetical clause in Article 34(c).°° And that change 
was apparently dictated only by the chaos which this situation produced 
during intervening years. We now propose to review these developments. 


ATTEMPTs TO Cut Down THE JLFELD DoctTRINE 


As is not unusual in the law on the announcement of a new principle, 
taxpayers soon began a peripheral attack on the J/feld case. In National 


50 T.D. 5441, 45 Cum. Butt. 214. 
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Casket Company," the Board accepted a taxpayer’s contention that the 
basis of the stock of the subsidiary should be reduced only by the net 
amount of the subsidiary’s operating losses during consolidated returns 
years.** In other words, the subsidiary’s net earnings included in the 
consolidated returns, for profitable years, would serve to offset losses 
availed of for other years. The Circuit Court of Appeals, however, 
reversed, saying: 


In our opinion, credit for the investment loss should be allowed only to the 
extent to which the investment loss exceeds the credit already taken by the 
respondent for the operating losses sustained by the subsidiary during the 
three years in question. In effect, what the Board did when it reduced the 
operating losses by the 1925 profit was to allow the respondent to take credit 
for a profit.** 


In Greif Cooperage Corporation,™ the parent company of an affiliated 
group of corporations contended that its basis for its investment in a 
subsidiary should not be reduced because its own net income had not been 
offset in the consolidated returns by the subsidiaries’ losses. The parent 
company had itself suffered losses, so that the losses availed of had been 
utilized to reduce the net income of other affiliates. In rejecting this view, 
the Board said: 


If the liquidating losses should be reduced by the operating losses availed 
of by the parent corporation in reduction of its own net incomes in prior 
years, we think that they should be reduced by the operating losses which 
have been availed of in the reduction of the net incomes of other subsidiaries 
in prior years. In either event the benefit of offsetting net incomes by the 
operating losses redounded to the parent corporation—in the one case directly 
and in the other case indirectly.® 


51 29 B.T.A. 139 (1933). 

52 This case involved a liquidation of a subsidiary during a consolidated return year, 
which would be a non-taxable intercompany transaction under the Supreme Court’s 
decision in the I/feld case. However, at the date of the Board’s decision, the Jlfeld case 
had been decided by the Circuit Court of Appeals, but not by the Supreme Court. The 
Circuit Court of Appeals had held that gain or loss is realized on a liquidation and the 
Board followed that decision. Moreover, Regulations 75 were not involved, since the 
taxable period before the Board was the fiscal year ended June 30, 1928. 

58 Comm’r v. National Casket Co., 78 F. (2d) 940, 942 (C.C.A. 3d, 1935). This decision 
was handed down after the Supreme Court’s decision in the Jlfeld case. There is no 
mention in the opinion of the contention that the liquidation constituted an intercompany 
transaction. However, Regulations 75 were not involved, since the tax year before the 
Court was 1928. 

54 31 B.T.A. 374 (1934), aff'd 85 F. (2d) 365 (C.C.A. 3d, 1936). This case involved a 
liquidation of a subsidiary during the consolidated return year 1925. The Board refers to 
the Supreme Court’s holding in the Jifeld case that such liquidations constitute inter- 
company transactions but points out that the case cited arose under the 1928 Act. It, 
therefore, proceeds to discuss the loss-reduction-of-basis problem. 

55 31 B.T.A. at 378. In view of the controversy as to the general effect of filing con- 
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In 1940, the Board considered the effect of losses availed of in con- 
solidated returns in a case involving the worthlessness of the stock of a 
subsidiary, as distinguished from a loss on a sale or liquidation. In [nter- 
Island Steam Navigation Co.,° the taxpayer had purchased from non- 
affiliates the stock of a subsidiary at a cost of $135,000. Consolidated 
returns were filed for the years 1924 to 1931, inclusive, and $117,000 of 
the subsidiary’s losses had been utilized to offset the parent company’s 
income. In 1932, a year for which separate returns were filed by the tax- 
payer and its subsidiary, the latter’s assets were seized by creditors in 
judicial proceedings. The stock became worthless in 1932, the taxpayer 
receiving nothing for it; a loss of $135,000 was claimed. The Commis- 
sioner reduced the taxpayer’s loss on the stock by the losses of the sub- 
sidiary taken into account in the consolidated returns. 

The taxpayer contended that under the explicit provisions of the regu- 
lations, losses of subsidiaries for years prior to 1929 should not be taken 
into account. Counsel conceded that in a number of decisions, the Board 
has failed to apply the pre-1929 limitation upon reduction of basis, but 
contended that the precise issue had not been discussed in the opinions 
in those cases.°* The Board reviewed the cases and declared that in none 
of them had its attention been directed to the parenthetical limitation in 
Article 34(c).°* However, the Board pointed out that this was not true 


solidated returns, the Board was careful to declare that in making its ruling it “does not 
overlook the fact that an affiliated corporation joining with others in filing a consolidated 
return does not lose its character as an individual taxpayer; that the affiliated group 
simply constitutes a tax-computing unit.” 31 B.T.A. at 378. In several cases, an estoppel 
or tax benefit principle has been invoked to require a reduction in basis for losses of sub- 
sidiaries improperly taken and allowed in consolidated returns for prior years (Cincinnati 
Milling Mach. Co. v. United States, 14 F. Supp. 505 [Ct. Cl. 1936]), or in consolidated 
returns now attacked by the taxpayers as having been erroneously filed. Summerfield Co., 
29 B.T.A. 77 (1933) ; Jordahl & Co., 35 B.T.A. 1136 (1935). 

56 42 B.T.A. 1064 (1940). The same issue had arisen in American Utilization Co., 
38 B.T.A. 322 (1938) and the Board had required a reduction of the worthless stock loss 
by the amount of the subsidiary’s losses availed of in consolidated returns. 

57 The cases cited are Manchester Savings Bank & Trust Co., 34 B.T.A. 1008 (1936) ; 
Jordahl & Co., 35 B.T.A., 1136 (1937) ; American Utilization Co., 38 B.T.A. 322 (1938) ; 
National Casket Co., 78 F. (2d) 940 (C.C.A. 3d, 1935); Greif Cooperage Corp., 31 
B.T.A. 374 (1934). Counsel for the Commissioner argued in this case that if the paren- 
thetical clause was designed to preclude pre-1929 losses “it is incredible that the several 
attorneys for the petitioner and this Board would have overlooked it in the cited cases.” 
Respt’s Br., p. 15. 

58 It should be noted that only the Manchester Savings Bank & Trust Co. and the 
American Utilization Co, cases, note 57, supra, involved taxable years subsequent to 1928. 
Regulations 75 and 78 were not applicable to the other cases since they dealt with earlier 
years. Nevertheless, counsel’s failure to discuss Article 34(c)(2) in the two cases in 
which it was directly involved is a lamentable commentary on the level of advocacy 
before the Board. 

















1947] LOSSES AVAILED OF IN CONSOLIDATED RETURNS 407 


of the Supreme Court in the J/feld case, in which the Court held Article 
34(c) inapplicable because there was a liquidation of a subsidiary, not a 
sale of its stock, saying: 


The same is true in the instant proceeding. The stock of the subsidiary 
became worthless in petitioner’s hands in 1932. The petitioner made no sale 
of the stock. It is therefore not within the letter of the regulations. 


The Board’s analogy drawn from the IJ/feld case is by no means con- 
vincing. The Jlfeld decision disallowed the loss because the liquidation 
of a subsidiary was held to be an intercompany transaction during a con- 
solidated return year. Here, there was no liquidation; instead stock be- 
came worthless, not during a consolidated return year, but during a 
separate return year. The Supreme Court disallowed the loss entirely in 
the Jifeld case; here the Board allowed the loss, but reduced the amount 
of the deduction by losses availed of prior to 1929 as well as after 1929. 
The Board’s argument was not warranted by the J/feld holding. Its 
decision, however, was justified by the dictum in the J/feld case. 

The Board’s statement in the /nter-Island Steam Navigation case that 
the facts are “not within the letter of the regulations” and, therefore, basis 
must be reduced by losses incurred both before and after 1929 may reflect 
its own subconscious recognition that the case is quite clearly within the 
spirit and purpose of the regulations. For it is apparent that Article 34(c) 
was designed to cover all situations in which gain or loss is recognized. 
If a loss is recognized on the worthlessness of stock, the purpose of Article 
34(c) indicates that the article should be applied. Moreover, the language 
of the regulation points to the same result. 

Here was the Board’s opportunity to declarethat the Supreme Court by 
its dictum in the J/feld case had in effect overruled the provision in the 
regulations apparently disregarding losses of subsidiaries availed of in 
consolidated returns for years prior to 1929. It failed to do so, but instead 
took refuge in a doubtful conclusion that the transaction was not within 
the “letter” of the regulations.™ 


59 42 B.T.A. 1064 at 1073. Compare John Wanamaker Philadelphia v. United States, 
37 F. Supp. 923 (Ct. Cl. 1941), cert. denied 289 U.S. 738; and Iron Fireman Manufactur- 
ing Co., 5 T.C. 452 (1945). 

60 Article 34(c) is not limited to losses on sales of stock, as the Board intimates. The 
term sale as used in Article 34(c) is defined by Article 34(a) to include “any sale or other 
disposition.” Under Article 37(b), the dissolution of a subsidiary in a separate return 
year calls for the adjustments required by Article 34(c). All this suggests that the 
regulations could be properly construed as covering all transactions or events giving rise 
to gain or loss on an investment in an affiliate, including losses on worthlessness of stocks 
of an affiliate during a separate return year. 

61 There is, however, an intimation in the opinion, which was reviewed by the Board, 
that the Board is not entirely unmindful that Article 34(c)(2) may be invalid to the 
extent that it excludes losses for years prior to 1929. The Board reached its conclusion 
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INCREASE OF GAIN BY REASON OF LossES AVAILED OF IN CONSOLIDATED 
RETURNS 


Another issue which has arisen is whether losses of subsidiaries availed 
of in consolidated returns may be used to increase gain as well as to reduce 
loss upon taxable dispositions of stocks of affiliates. In Jordahl & Co.,° 
which involved the taxable year 1927 and, hence, was decided without 
benefit of the consolidated returns regulations issued in 1929, the Board 
declared that the “necessity for the rule restricting the loss deductions . . . 
is to prevent a parent corporation from twice deducting the losses of a 
subsidiary corporation,” * a necessity which it found did not extend to 
taxing a gain. Therefore, it held that the basis of an affiliate’s stock need 
not be reduced in order to increase gain on the sale of the stock by the 
amount of losses availed of in consolidated returns.“ 

This distinction between increasing gains and disallowing losses is un- 
warranted. There is no essential difference between disallowing a $10,000 
loss and determining an additional $10,000 gain.® True, there are situa- 


“without passing upon the question of the validity of the controverted provisions of Article 
34(c) (2) of Regulations 78 in a case where the parent corporation sells the shares of stock 
of an affiliated subsidiary” (42 B.T.A. 1064 at 1074). 

62 35 B.T.A. 1136 (1935). 

63 35 B.T.A. at 1140. The Court also argues that since a subsidiary’s accumulated earn- 
ings may not be added to the cost of stock in determining the parent company’s gain, as 
“a corollary the subsidiary’s losses should not be subtracted from the cost of the stock in 
determining the parent company’s gain.” (p. 1141). This is the same error into which 
the Court in the Remington Rand case and the Bureau itself fell in early rulings. As the 
Supreme Court demonstrated in rejecting this false symmetry in the J/feld case, the vital 
difference between taking the subsidiary’s earnings,,as compared with its losses, into 
account, is that the earnings do not increase the affiliated group’s taxes over what they 
would have been had separate returns been filed, whereas losses do decrease the group’s 
taxes. 

64 No case has yet been decided which squarely presents the question as to whether 
losses availed of for years subsequent to 1928 require basis reduction for purposes of gain. 
George M. Jones Company (B.T.A. Mem. Dkt. 108218, Dec. 15, 1944, P-H { 44297 
(1944), aff'd 152 F. (2d) 358 [C.C.A. 6th, 1946]) raised the question, but it was compli- 
cated by other factors. In that case, there were losses availed of for consolidated return 
years subsequent to 1928; hence the question as to the effect of Regulations 75 and 78 
was raised. The case arose upon a redemption in 1934, a separate return year, of pre- 
ferred stock of the affiliate. Both the Tax Court and the Circuit Court of Appeals relied 
on the holding in the Jordahl & Co. case that gain need not be increased by reason of 
losses of the affiliate availed of in consolidations. Inasmuch as the redemption of the 
preferred stock had not terminated the technical affiliation status (even though consoli- 
dated returns were not permitted to the affiliated group in 1934), the taxpayer also relied 
on the then provisions of the regulations that reduction in basis was not required if the 
transaction did not result in the subsidiary’s disaffiliation. Both the Tax Court and the 
Circuit Court of Appeals accepted this argument, and held that Article 34(c) was inap- 
plicable to the case. 

65 This should not be confused with the distinction drawn supra, between the net income 
of a subsidiary included in a consolidated return and the losses of a subsidiary availed of 
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tions in which a disallowed capital loss may not affect tax liability because 
of the limitations on the utilization of capital losses. That, however, is an 
accident growing out of the special restriction on the deduction of capital 
losses, which does not alter for the typical situation the equivalence of an 
increased gain and a reduced loss. 

To allow a parent company its full unadjusted basis on the sale of a 
subsidiary’s stock at a profit is to allow the benefit of the subsidiary’s 
losses in consolidation without offset. This gives a parent corporation 
filing consolidated returns with a subsidiary which suffers losses an ad- 
vantage over a corporation operating a branch business under the aegis of 
a single corporation. Any losses suffered by the branches will ordinarily 
be reflected in reduced basis of its assets; in consequence, upon a subse- 
quent sale of the assets, whether at a gain or loss, there will be a reduction 
in basis by the amount of the branch’s losses. Certainly, consolidated re- 
turns were not authorized to give affiliated groups advantages over branch 
businesses operated under a single corporate structure, but in general to 
equalize the results in the two types of operation.®* Yet curiously enough, 
the Commissioner acquiesced in the Jordahl & Co. decision, which allowed 
the parent company its full unadjusted basis for the subsidiary’s stock 
because a profit, rather than a loss, was realized on the sale.® 


LossES WITH RESPECT TO STOCKS OF SISTER COMPANIES IN AN 
AFFILIATED GROUP 


In the most recent decision dealing with losses availed of in consolidated 
returns, the question was raised whether the principle of the Ilfeld case 


in a consolidated return. We there pointed out that the inclusion of a subsidiary’s net 
income in the return does not increase the net income of the affiliated group over what it 
would have been on a separate return basis, whereas a loss does reduce the group’s net 
income. Here, however, we are considering the parent company’s gain or loss on a 
disposition of the subsidiary’s stock, and it is our view that the subsidiary’s losses availed 
of in consolidation should serve to reduce basis whether the parent realizes gain or loss 
on the disposition of the stock. 

66 Under the rule of the Jordahl & Co. case, 35 B.T.A. 1136 (1935), the decisive factor 
in determining whether P’s tax should be increased because the consolidated tax was 
reduced by the subsidiary’s losses is an element which should have no bearing on the 
issue, namely, whether P sells the subsidiary’s stock at a profit or a loss. To illustrate, 
suppose P purchases stock of S for $100,000 and of S: for $50,000. S and S: each sustain 
losses of $10,000 which are availed of in the consolidated returns filed by P. P sells S’s 
stock during a poor year realizing only $80,000. Its loss of $20,000 would be reduced by 
$10,000 on account of S’s losses availed of in consolidation. In a subsequent more pros- 
perous year, P sells its stock in 5: for $60,000. P’s $10,000 profit would not be increased 
by the $10,000 of Si’s losses availed of, under the rule in the Jordah! & Co. case. 

67 See SEN. Rep. No. 960, 70th Cong., Ist Sess. (1928) as reported in 39-1 Cum. Butt. 
(Part 2) 417-418. 

68 38-1 Cum. Butt. 17. 
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applies between two sister companies, or is limited to investments of a 
parent company in a subsidiary. In Bush Terminal Buildings Company,” 
which involved a separate return for the taxable year 1940, the petitioner 
held the debt of another corporation. Petitioner and the debtor had been 
included as subsidiaries in consolidated returns for the years 1918 to 
1933, inclusive. During those years, the debtor company had suffered 
large losses which had served to reduce the petitioner’s income, as well as 
the income of the common parent corporation. In its 1940 return, the 
petitioner claimed a bad debt deduction by reason of the worthlessness of 
the debt. The Commissioner reduced the loss by the amount of the debtor 
company’s losses availed of in the consolidated returns, thereby eliminat- 
ing the deduction altogether. The petitioner argued that it was merely 
the company’s creditor, none of whose stock it had ever held, and that the 
requirement that the loss be reduced by losses availed of in consolidated 
returns applied only to corporations which were in a parent-subsidiary 
relationship. The Court held that the principle was not as narrow as the 
taxpayer contended,”® and reduced the loss on the debt by a pro rata 
proportion of the debtor’s utilized losses. 

This is sound in principle, for all losses of the subsidiary should be 
offset against investments of other affiliates, to the extent that their in- 
comes have been reduced in consolidation by the subsidiaries’ losses.” 
The Court recognized this qualification and provided for allocating the 
affiliate’s losses to the taxpayer and the parent company in proportion to 
the tax benefits received from such losses.” 





697 T.C. 793 (1946). ‘ 

70 See the discussion of the regulations affecting indebtedness of an affiliate in the text, 
infra. The Court struggled with the regulations (years after 1928 being involved), par- 
ticularly with the taxpayer’s contention that no basis reduction was required so long as 
the debtor’s stock was still owned by the parent company. Under the regulations as they 
then existed, the taxpayer’s contention would have been sound as applied to the stock of 
an affiliate, for they did not require basis reduction until affiliation was broken. Reg. 78, 
Art. 34(b) (c) and (d). There was, however, no comparable limitation on a reduction 
in losses upon the disposition of intercompany debt. Reg. 78, Art. 35. It should be noted 
that under the current regulations, a resulting disaffiliation is not requisite to a reduction 
in the basis of either stock or debt. Reg. 104, Secs. 34 and 35. 

71 In Comm’r vy. Emerson Carey Fibre Products Co., 70 F. (2d) 990 (C.C.A. 10th, 1934), 
the Court disallowed a loss on an indebtedness owed to individual stockholders by reason 
of losses of one affiliate availed of by losses of another affiliate. The case arose under the 
provisions of the 1918 and 1921 Acts, pursuant to which, corporations substantially all of 
whose stock was held by the same interests could be included in a consolidated return. 

72 The regulations call for allocating reductions in basis first to stock and then to debt 
pro rata, without reference to the particular corporations which benefited from the losses. 
See Reg. 75, Art. 34(c) and Reg. 104, Sec. 23.34(c). The Court, however, did not adopt 
this method; the method it used was as follows: 

“The fact: in this case show that during the entire period of the consolidated returns 


two of the a...uiated corporations, petitioner and its parent, Terminal, each reported taxable 
income considerably in excess of the operating losses of their affiliate Railroad, and thus 
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THE CuRRENT REGULATIONS 


The Consolidated Returns Regulations at all times from 1929 to March 
1, 1945 have specifically applied the basis reduction provisions to cases in 
which there is either gain or loss on taxable dispositions of stocks of 
affiliates. They also apply to deductions for the worthlessness of stocks 
of affiliates during separate return years.* The reduction in basis takes 
place whether the stocks of an affiliate are disposed of in a transaction with 
non-affiliates during a consolidated or separate return year.” The reduc- 
tion in basis applies to all intercompany stocks held by an affiliate at any 
time during a consolidated return period.”* As already pointed out, how- 
ever, the regulations appeared to limit the reduction in basis to losses in- 
curred only during consolidated return years beginning with 1929. This 
apparent limitation was rejected by the Supreme Court’s dictum in the 
Ilfeld case in 1934. 

On March 1, 1945, the regulations governing losses availed of in con- 
solidated returns were sharply altered. In the case of taxable dispositions 


each of them benefited by a reduction of its taxable net income. To use the entire amount 
of these operating losses for the purpose of reducing the bad debt deduction of petitioner 
seems to us inequitable and is not required by any statute, regulation or authority. Only 
that part of Railroad’s operating losses should be used to reduce petitioner’s bad debt 
deduction which represents the proportion of petitioner’s taxable net income to the com- 
bined taxable net income of petitioner and Terminal. In other matters embraced in the 
general field of consolidated returns of affiliated corporations, allocations have been made. 
See section 23.15, Regulations 104; I.T. 3637, 1944 C.B. 258; I.T. 3692, 1944 C.B. 261; 
Cincinnati Mining Co., 8 B.T.A. 79.” 7 T.C. 793, 817 (1946). 

73 Reg. 75, 78, Art. 34; Reg. 104, Sec. 23.34. The regulations do not apply to inter- 
company transfers during consolidated return years except in limited types of liquidations. 
See Reg. 104, Sec. 23.37(a). 

74 Jbid; and see I.R.C. §113(a) (11) and Reg. 111, Sec. 29.113(a)(11). The regula- 
tions are not explicit as to whether basis reductions are required in the case of deductions 
for the worthlessness, in a separate year, of stocks of a subsidiary in cases other than upon 
sales or dissolutions, but the broad definition of “sale” presumably covers the situation. 
See Reg. 104, Sec. 23.33; Reg. 75 and 78, Art. 33. In any event, the Board has applied 
the regulations to the worthlessness of stock. See cases cited in note 56, supra. 

Bad debts of an affiliate which become worthless during a consolidated return year are 
not deductible. Regs. 75 and 78, Art. 40; Reg. 104, Sec. 23.40. Presumably, a deduction 
for the worthlessness of the stock of an affiliate during a consolidated return period will 
be disallowed. Regs. 75 and 78, Arts. 31(a), 33 and 34; Reg. 104, Sec. 23.31(d) (1), 
23.33 and 23.34. However, in a limited class of liquidations, the worthlessness of the 
stocks or indebtedness of an affiliate will give rise to a loss, despite the filing of a con- 
solidated return for the year in question. Such deductions are allowable, in general, if: 
(a) there is a complete liquidation of the affiliate, which is not covered by § 112(b) (6) 
of the Code; and (b) there is a bona fide termination of the affiliate’s business, which is 
not carried on by any other affiliate. Reg. 104, Sec. 23.37. 

75 See note 73 and I.R.C. §113(a) (11) and Reg. 111, Sec. 29.113(a) (11). The Bureau 
has ruled that the reduction in basis upon a sale of an affiliate’s stock, required by 
Article 34(c)(2) of Regulations 78, does not affect the selling company’s earnings or 
profits. Instead, the profit, unadjusted for losses availed of in consolidated returns, is 
added to the earning and profits of the corporation selling the affiliate’s stock. I.T. 3758, 
45 Cum. Butr. 159; accord: Taylor-Wharton Iron & Steel Co., 5 T.C. 768 (1945). 

76 See note 73, supra. ; 











412 TAX LAW REVIEW [Vol. 2: 


of stock of an affiliate in transactions with respect to which the return 
was required to be filed after March 1, 1945,” the effective date of the 
amendments to the regulations, losses of affiliates availed of in consoli- 
dation reduce basis for gain or loss.* Losses availed of in consolidated 
returns for all years, whether before or after 1929, must be taken into 
account in reducing the basis of the affiliate’s stock.” 

In the case of bonds or other indebtedness of the subsidiary, the cur- 
rent regulations are explicable only by reference to their history. The 
regulations relating to the effects of losses availed of on stocks of af- 
filiates have always been cast in terms of reduction in basis.*° However, 
the regulations relating the effects of such losses on indebtedness of 
affiliates were cast in terms of reduction of allowable loss upon a sale, 
exchange or other disposition of the indebtedness." The regulations were 
silent as to the effects of losses availed of in consolidated returns on any 
profit realized on taxable disposition of intercompany indebtedness.” 

In 1945, the Bureau sought to correct this unwarranted distinction be- 
tween gains and losses.** But faced with its own regulations, it de- 
termined to modify the regulations prospectively only. Therefore, the 
revised regulations require reduction in basis for either gain or loss upon 
a sale or other disposition of the indebtedness of an affiliate, with respect 
to losses sustained during all years for which the consolidated returns 
were required to be filed after the effective date of the regulations, 1.¢., 
March 1, 1945. The same rule applies to losses sustained in consolidated 
returns for years prior to 1929. However, losses sustained during the 
taxable year 1929 and all succeeding years for which the returns were 
required to be filed prior to March 1, 1945 (i.e. calendar 1943 and 
previous years), serve to reduce basis only in cases in which the sale or 
other disposition of the debt results in a Joss.** In other words, as applied, 


77 T.D. 5441, 45 Cum. Butt. 214. 

78 Where the return relating to a transaction was required to be filed on or before 
March 1, 1945, the rules stated in the text apply only if the disposition of stock breaks 
the affiliation of the subsidiary with the group. If affiliation is not broken by such a 
disposition, no basis adjustment is required for losses availed of in consolidated returns. 
The losses are therefore taken into account upon subsequent sales of stock or debt of 
the subsidiary. Reg. 104, Sec. 23.34. 

79 Only losses which could not have been availed of by the affiliate as a’ net loss or a 
net operating loss if it had filed separate returns, which were availed of by the affiliated 
group in its consolidated returns, need be taken into account. Reg. 104, Sec. 23.34. 

80 See note 73, supra. 

81 Reg. 75, 78, Art. 35. Moreover, the language of Regulations 75 and 78 applied only 
to “bonds.” Regulations 89 expanded the language so as to include “bonds or obligations” 
issued by an affiliate. 

82 [bid. 

88 T.D. 5441, 45 Cum. But. 214, amending Reg. 104, Sec. 23.35. 

84 The regulations declare that in the case of indebtedness of an affiliate or a former 
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for example, to calendar year taxpayers, losses availed of during all tax- 
able years prior to 1929 and after 1943 reduce the basis of intercompany 
indebtedness, whether the sale or other disposition of the obligation pro- 
duces a gain or a loss. But losses availed of during the taxable years 1929 
to 1943, inclusive, reduce basis only in the event a loss is suffered on the 
disposition of the debt. In all cases, it is only after the losses availed of in 
consolidation reduce the basis of stock of the affiliate held by the members 
of the group to zero that there is any reduction in bonds or other indebted- 
ness of the affiliate.** 

This is a remarkable result. Certainly, in principle there is no ground 
for distinguishing basis reduction growing out of losses availed of in 
consolidated returns as between stocks and bonds or other debt. Indeed, 
in general, the regulations draw no such distinction, since they require 
reduction in both cases, despite the Commissioner’s acquiescence in the 
Jordahl & Co. case. Presumably, the Commissioner is motivated by a 
desire not to modify his own regulations retroactively. Curiously enough, 
he finds himself in a situation in which his own regulations are his prin- 
cipal handicap. As to years prior to 1929, for which there were no regula- 
tions, he now feels free to apply the new regulations retroactively. Un- 
doubtedly, that is because judicial decision has established the propriety of 
reducing the basis of indebtedness of affiliates by the amount of losses 
availed of in consolidated returns, whether the disposition of the in- 
debtedness results in gain or loss.*® 


CoNCLUSION 


The bold approach to losses availed of in consolidated returns reflected 
in Judge McDermott’s opinion in the Circuit Court of Appeals in the 
Ilfeld case is essential both on the part of the Commissioner and the 


affiliate, the reduction in basis for “losses sustained during the taxable year 1929 and 
subsequent taxable years for which the last day prescribed by law for the filing of the 
return fell on or before March 1, 1945 . . . and availed of in consolidated returns filed 
for such years shall be made only in those cases in which the sales or other disposition of 
such bonds or other obligations resulted in a loss.” Reg. 104, Sec. 23.35 (our emphasis). 

85 Reg. 104, Sec. 23.35. There is a provision for a pro rata allocation of reduction in 
basis of the affiliate’s stock in cases in which the stock is held by more than one affiliate. 
Reg. 104, Sec. 23.24. Ordinarily, the reduction is made in proportion to the basis of the 
affiliate’s stock held. Jbid. For cases involving reduction of a loss on the indebtedness of 
an affiliate by reason of losses availed of in consolidated returns, see Edward Katzinger 
Co., 44 B.T.A. 533 (1941), aff'd 129 F. (2d) 74 (C.C.A. 7th, 1942); Iron Fireman 
Manufacturing Co., 5 T.C. 452 (1945). 

86 Tt should be noted that whatever the difficulties in principle which the current regula- 
tion presents, the problem of gains on the disposition of intercompany indebtedness is 
likely to be of little practical importance. Ordinarily, profit will not be realized on the 
disposition of the debt of an affiliate. If there is a profit, it is likely to be reflected in 
the stock. 
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Courts, if equity is to be done as between separate taxpayers and affiliated 
groups filing consolidated returns. All losses availed of in consolidated 
returns which could not have been utilized in separate returns should 
reduce basis upon sale, exchange or worthlessness of stock or indebted- 
ness, or any other event which gives rise to gain or loss on such holdings. 

The Jlfeld case, together with later Tax Court decisions, has provided 
a sufficient prop in authority to warrant this result, despite the handicap 
of the Bureau’s position as to pre-1929 losses. Moreover, the equities of 
the case—the avoidance of a tax windfall, the disallowance of a double 
deduction for the same loss, the prevention of an unnecessary discrimina- 
tion between separate taxpayers and affiliated groups—should transcend 
the Bureau’s earlier positions.* 

It must not be overlooked that the device of requiring a reduction in the 
basis of investments in affiliates as an offset to losses availed of in con- 
solidated returns still gives affiliated groups a special tax advantage. For 
operating losses of subsidiaries reduce the ordinary income of other mem- 
bers of the group, whereas a reduction in basis on the sale or other tax- 
able disposition of investments in the subsidiary results only in a reduced 
capital loss or an increased capital gain. Under our present treatment of 
long term capital gains and losses, this will often mean that the tax cost 
of the basis reduction is only 62.5% of the tax benefit derived from the 
subsidiary’s losses.** Moreover, because the basis reduction affects capital 
gains, rather than ordinary income, it will often result merely in the offset 
of capital losses or of a capital loss carryover, from which the taxpayer or 
the affiliated group might have had no tax henefit otherwise.*® 

The Commissioner might conceivably have provided in the regulations 
that upon a sale, exchange or other taxable disposition of the stock, bond 





87 The time when gains and losses should be recognized, #.e., intercompany liquidations, 
sales of stocks of affiliates, whether or not breaking affiliation, presents a number of 
interesting problems which are beyond the scope of this article. The problem has been 
treated only in its relation to the development of law as to losses availed of in con- 
solidated returns. 

88 This grows out of the fact, of course, that long term capital gains are taxable at 
the maximum rate of 25%, whereas the normal tax and surtax rates applicable to con- 
solidated returns total 40%. It should be borne in mind that if the subsidiary’s stock or 
debt becomes worthless and a loss is allowable under I.R.C. §23(g) or I.R.C. §23(k), 
the loss is deductible in full. In such cases, the reduction in basis as a result of losses 
availed of in consolidated returns would produce the same amount of tax as that saved by 
the utilization of the subsidiaries’ losses, assuming, of course, that the rates were the 
same in the two years. 

89 It should also be noted that in those instances in which an affiliate suffered losses 
during the war years, the losses reduced excess profits as well as income taxes of the 
affiliated group. A sale of the stock of the affiliate either during or subsequent to excess 
profits tax years would result in no excess profits tax, since capital gains were not subject 
to excess profits tax. 
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or other indebtedness of a subsidiary included in a consolidated’tax return : 
(a) the proceeds should be treated as ordinary income to the extent of 
losses availed of during consolidated return years, and (b) the balance 
of the proceeds should be treated as a capital gain or loss, with the basis 
of the stock or indebtedness of the subsidiary unaffected by its losses. 
This inclusion of income because of a tax benefit derived from deductions 
has its analogies in recoveries of bad debts, refunds of taxes and the war 
loss provisions.”° This technique would result in a more nearly equivalent 
quid pro quo for the benefit of subsidiaries’ losses than the basis reduction 
technique utilized by the regulations. 

From the vantage point of a student of jurisprudence, the judicial treat- 
ment of losses availed of in consolidated returns constitutes a striking 
illustration of the supremacy of natural law over positive law. The ad- 
ministrative agency charged with legislative authority to promulgate con- 
solidated returns regulations had taken action which appeared to allow 
losses for years prior to 1929 to be deducted twice. Good sense, fairness, 
justice forbade this result. The positive law contained in the regulation 
was construed out of existence by the dictates of higher law principles. 

The hopeless confusion which results when cases are decided by match- 
ing facts with earlier decisions, without examination of the raison d’étre 
for the rules adopted, is also shown by this study. Witness the holding in 
Jordahl & Co. that basis need not be reduced where gain results from a 
sale of an investment in an affiliate, although it must be reduced in those 
cases where a loss results. 

Interesting questions as to the functions and duties of an administrative 
agency present themselves. We are accustomed to widespread criticism 
of administrative agencies for exceeding their proper roles and for re- 
solving all doubts against citizens and in favor of the government. Here 
we witness the reverse situation. A District Court decides a case and the 
Bureau changes its position, which former position the Supreme Court 
later upholds. Then, the Bureau waits eleven years to change its regula- 
tion so as to conform unequivocally to the Supreme Court’s dictum. Here 
is a case where the public fisc suffered from an administrative agency’s 
failure to stick to its guns on a sound principle. Moreover, endless con- 
fusion among taxpayers was engendered by the retention, after the highest 
court’s pronouncement, of a regulation which was apparently inconsistent 
with the Bureau’s actual practice. Finally, the cases are filled with testi- 
monials to the great difficulties of interpretations encountered with the 
draftsmanship of the consolidated returns regulations.” 


90 See I.R.C. §§ 22(b) (12) and 127; Tye, Tax Benefit Developments (1946) 2 Tax 


L. Rev. 106. 
91 See note 39, supra. In Bush Terminal Buildings Company, 7 T.C. 793, 816 (1946), 
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The technical performance of both the bar and the bench in these cases 
has not been an enviable one. It is remarkable that in certain cases in 
which the parenthetical clause of Article 34(c) of Regulations 75 or 78 
was directly involved, neither counsel nor the Board made any reference 
to the provision. Moreover, the number of opinions in this tiny area of a 
highly specialized branch of corporate taxation in which the judges failed 
to analyze the problem invoived, or to articulate the considerations moving 
them to decision, but instead drew meaningless distinctions between cases, 
reflects the need of reiterating the oft-made plea for analysis of funda- 
mental assumptions and for forthrightness by the Courts.** 





TAX LAW REVIEW 


the Court declared that “we do not minimize the difficulty of interpreting respondent’s 
regulations” and “in order to make the provisions of Articles 40, 35 and 34 intelligible 
they must be read together and that the provisions of Articles 35 and 34 when considered 
in reference to the subject matter of Article 40, must be construed in the light of the 
latter’s subject, as distinguished from their own subjects.” 

92 Professor Llewellyn has recently written a monograph for refresher courses for 
returning veterans in the field of Commercial Transactions, in which he urges lawyers 
engaged in appellate work to adopt a “realistic operational approach” in their briefs and 
arguments. Llewellyn, CommerciAL TRANSACTIONS (Practising Law Institute, 1946). 
He emphasizes the fact that the courts “labor to live up to a duty to Justice, to decency 
and fairness of result.’ This admonition has special force in the field of taxation. 
Gradually, with the great milestone cases, such as Gregory, Clifford and Towers, tax 
lawyers are being bludgeoned into a realization that the tax law concerns itself with 
realities, with substance, with the facts of economic life. The tax practice of a decade 
ago, being carried on under a far less realistic and sophisticated tribunal than the present 
Supreme Court, took great pride in its ingenuity in achieving tax avoidance through 
cleverly created schemes, designed to substitute form for substance. The era has largely 
passed. The current tax practice requires a reorientation of the tax bar to a “realistic 
operational approach” for increasingly judges in tax cases are laboring, in Professor 
Llewellyn’s words, to “live up to a duty of Justice, to ‘decency, and fairness of result.” 

















Another Year of Section 722 


MERLE H. MILLER 


A NEWSREEL of events of the past year relating to Section 722 would 
doubtless highlight the formation of the Excess Profits Tax Council and 
the hearings that precipitated that action. The narrator’s voice would 
describe the rising tide of criticism by those who felt that their claims 
were not receiving the sympathetic consideration suggested by Congress 
and would wind up depicting the increased morale of taxpayer’s counsel 
who felt that they were at least to receive better reasons for the rejection 
of their claims. 

Such a newsreel would devote scant space to the plodding work of the 
Bureau during the year in allowing about ten claims a week for an average 
refund of $10,000 a claim, or to the decisions of the Tax Court on the 
merits of five cases under this controversial section. Yet all three of these 
phases must go along together, each useless without the others. No single 
agency of fifteen men is going to decide thirty thousand cases involving 
untold issues of the Section 722 caliber. In the main, that job can only 
be done at the local level with the aid of guides. The job will be done 
through the administrative officers of the Bureau who, for the most part, 
will constitute the same organization which during the past year was 
allowing about ten claims a week, and the guides will be furnished in part 
by the Regulations, the Bulletin, and releases of the Excess Profits Tax 
Council with the Tax Court as final arbiter. 

That is why the first decisions of the Tax Court have been read so 
avidly not only for what the Tax Court actually decided but also for what 
the Tax Court said and left unsaid. With so many people searching for 
possible clues that might lead to a solution of just a few of the thirty 
thousand bundles of baffling problems deposited by taxpayers with the 
Bureau, even silence by the Tax Court is apt to be construed as meaning 
something more than mere consent. 

In deciding four of the five cases against the taxpayer, the court said 
that a constructive credit could not be constructed on the basic premise that 
World War II started in 1937;* that normal earnings meant an average 
established over a reasonable length of time under normal conditions; ? 


Merte H. Miter is a member of the Indianapolis Bar, federal tax counsel of Ross, 
McCord, Ice & Miller; he is a member of the Advisory Board of the Tax Law Review 
and of the Council of the Section of Taxation of the American Bar Association. 

1 Fezandie & Sperrle, Inc., 5 T.C. 1185 (1945). 

2 Monarch Cap Screw & Mfg. Co., 5 T.C. 1220 (1945). 
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that a change in capacity in 1934 was not immediately prior to the base 
period ; * that in determining whether a taxpayer has reached the level of 
earnings it would have reached had the change been effected two years 
earlier you may look to earnings before and after the base period ; * that a 
history of continuing low profits was not evidence of a temporary eco- 
nomic event ; ° that increased income in excess profits tax years on account 
of increased taxes was not grounds for relief;* and that you may not 
apply the 75% rule as a matter of right after you have reconstructed the 
income of one or more years under Section 722." 

In deciding the one case in favor of the taxpayer,® the court established 
the role of the expert witness in cases of this type, both as to proof of the 
inadequacy of the base period earnings as a standard of normal earnings, 
and as to proof of what would be normal earnings for the enterprise 
after a change in character. The court after finding a change in the 
character of the business had been effected through the acquisition of 
additional facilities then proceeded to lay out, step by step, a formula for 
reconstruction of earnings in a 722(b) (4) case. 

The foregoing generalizations are rather meaningless excepting as 
considered in the light of the facts in the cases at issue and the contentions 
which they were supposed to resolve. Consequently we shall consider 
each case with some particularity and attempt to point out the possible 
ramifications of the issues decided and the statements made in deciding 
those issues whether or not they were necessary to the decision. If some 
of the guides thus far laid down appear to raise more questions than they 
answer, that is not necessarily evidence that the guides are erroneous. 


FEZANDIE & SPERRLE, INC. 


Fezandie & Sperrle, Inc. might have gone unheralded and unsung, con- 
tinuing to sell color dyes in its little four story building at 205 Fulton 
Street, New York City, had it not been for G.C.M. 24,013° and the 
desire of the government to find out whether it or its critics were right. 
Fezandie & Sperrle had experienced the thrill that comes once in a life- 
time to so few when the income of the corporation jumped from around 
$4,000 to over $70,000 a year at the outbreak of World War II. But 
great as that event may have seemed to them, it did not assure them the 
place in the Hall of Fame which became theirs after their attorney filed a 


8 Monarch Cap Screw & Mfg. Co., supra, note 2. 
Monarch Cap Screw & Mfg. Co., supra, note 2. 

5 Monarch Cap Screw & Mfg. Co., supra, note 2. 

6 Philadelphia, etc. R.R., 6 T.C. 789 (1946). 

t Stimson Mill Co., 7 T.C. No. 125 (1946). 

8 East Texas Motor Freight Lines, 7 T.C. No. 71 (1946). 
9 1943 Cum. Butt. 794. 
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Section 722 claim on account of this event, and theirs became the Number 
One decision of the Tax Court of a Section 722 claim on its merits. 

In G.C.M. 24,013 those who were trying to create some order out of 
the chaos caused by the deluge of Section 722 claims, boldly proclaimed 
as a starter that no relief was to be allowed on account of expansion 
brought about by the abnormal war demands of late 1939. The example 
given was that of a company which built additional facilities to fill war 
orders received late in 1939 from foreign nations. The increase in 
capacity was assumed to be a change in the character of the business within 
the meaning of Section 722(b) (4), but the opinion went on to hold that 
it must also be established that the average base period net income does 
not reflect the normal operation of the business for the entire base period. 
It was further assumed that under normal conditions such expanded 
capacity would not have been capable of normal earnings and, therefore, 
the base period net income was not an inaccurate standard of normal 
earnings since it actually reflected the normal operation of the changed 
business for the entire period. 

The facts and conclusions of fact assumed in G.C.M. 24,013 make the 
result reasonable. If the taxpayer could not prove that with such expanded 
capacity its earnings during the base period would have been increased, 
then it would have failed to prove that its actual earnings were an in- 
accurate standard of normal operation for the entire base period. But 
as is so often the case, the author of G.C.M. 24,013 wanted to deny 
relief in several different ways. So the opinion went on to state that no 
constructive average base period net income could be reconstructed on 
the basis of abnormal war conditions prevalent in 1939 even if the tax- 
payer should establish that it was entitled to relief because of some factor 
under other provisions of Section 722. 

The case of Fezandie & Sperrle, Inc. was an ideal vehicle for the govern- 
ment to try out what it regarded as a very basic proposition in the dis- 
position of Section 722 claims. It was as clear a case of a windfall oc- 
casioned solely by the war as anyone could imagine. Fezandie & Sperrle, 
Inc. had been incorporated in 1925, and during its entire existence had 
been engaged in the sale of color dyes, with yearly sales averaging nearly 
$100,000 during the base period. Practically its entire sales were made in 
the United States and its only export business was that obtained through 
individuals who, while travelling abroad, might contact some user of 
Fezandie products and arrange a sale. These orders for export amounted 
to less than 5% of the business until the war in Europe broke out and 
sales zoomed to around $2,000,000 a year for 1940 and 1941 and profits 
jumped from $1,000 or $2,000 a year to in excess of $50,000 a year for 
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the first two years of the war. After the United States entered the war 
sales and profits dropped back to their pre-war volume. 

I. G. Farben was a group of German dye manufacturing corporations 
which had pooled very valuable patent processes and formulae for the 
making of dyes. Farben had licensed General Dye Stuff Corporation to 
use its patents and processes in the manufacture of dyes, but had restricted 
the sale of such dyes to the United States and Canada. When the war 
broke out, Farben removed this restriction from Dye Stuff and suggested 
that the latter handle the export business formerly done by Farben with 
firms in South America. Dye Stuff, however, was reluctant to enter the 
export sales field because it would then be competing with those from 
whom it obtained certain necessary raw materials, so an arrangement 
was made with Fezandie to handle this entire export business at a com- 
mission of 10% which was later lowered to 5% when the business in- 
creased. In the beginning Dye Stuff sent to the office of Fezandie its 
own expert to handle the exports, |out later all of the export business was 
done from the office of Dye Stuff. 

The sales and net income for the taxpayer during the base period and 
the tax years in question were as follows: 





Sales Net Income 
ey 96,066 727.26 
BCL estieeccsctc cs 108,599 1,276.84 
SE aReme rare 81,045 2,673.91 
eee re 103,716 8,833.48 
RRP. 1,908,831 57,866.90 
MTC cach one anssace 2,069,119 72,387.95 
ee eee See 145,289 : (—3,810.14) 
as pe ee one 93,022 205.53 


The court found that the events which happened to Fezandie during the 
last month of the base period constituted a change in the character of the 
business as contemplated by Section 722 despite the contention by the 
Commissioner that the change was merely temporary. Although the 
physical evidences of the change were not striking, certainly the net 
results were, and any resemblance between that portion of the business 
which yielded the $72,000 net in 1941 and the domestic business which 
was yielding a couple of thousand dollars a year was purely coincidental. 
The court was even willing to assume that this change in the business 
took place two years earlier, but finally choked up when it was called upon 
to assume that the outside facts which brought about the change had 
occurred two years prior. 

This was not the normal case of a taxpayer starting into a new phase of 
a business and undergoing the trials of establishing a market against 
competing concerns. Instead the taxpayer was handed a bonanza on a 
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silver platter, with the market already established and other sources of 
supply shut off. It could not show that it would have reached a higher 
level of earnings had it gone into the export business two years earlier, 
for it could not have gone into the export business on such a scale two 
years earlier. And had it done so, it could not conceivably have reached 
the level of earnings on its own by the end of 1939 which it actually 
reached as a result of the gift from Dye Stuff. 

The taxpayer did not offer any evidence as to the export sales it would 
have made had it actively entered that phase of the business in 1937, but 
sought to reconstruct its earnings for the base period on the assumption 
that during all of those years it would have exported the same proportion 
of the total dye exports from the United States which its shipments in 
1940 bore to total dye exports from the United States for that year. Such 
a reconstruction required the assumption that the world conditions which 
brought Fezandie its good fortune in 1939 had existed in 1937. Thus the 
court was asked to assume not only that the event occurred two years 
earlier, but that the abnormal demand and shut-off supply also existed 
in 1937. The court limited its decision to cases where the war is the 
cause of the abnormal conditions, and refused to assume that Hitler 
marched into Poland in 1937 instead of 1939. 

The Fezandie case affirmed the result reached in G.C.M. 24,013, but 
it cast doubt upon some of the surplus reasons given in reaching that 
result. The court did hold that where the sole cause of inflated income 
for the year 1939 was the war, and there was no showing to support a 
reconstruction of income based upon any demand other than the war 
demand of late 1939, then there should be no reconstruction based upon 
the assumption that the demand brought about by the war was actually 
in existence in 1937. 

The court did not hold, as the Commissioner had requested, that any 
change caused by abnormal circumstances growing out of the war could 
not be grounds for relief under Section 722(b) (4), the court expressly 
finding that this particular change did qualify under that section although 
taxpayer failed to prove a higher earnings credit without the assumption 
that the war started two years earlier. And the court in denying a recon- 
struction upon the assumption that the abnormal demands caused by the 
war were actually in existence two years earlier, left plenty of room for 
the use of the actual experience of the taxpayer during a war year when 
the taxpayer does not seek to inflate other base period years on account 
of that abnormal demand. 

Section 722(a) requires establishment of a “fair and just amount” to 
be used in lieu of the base period credit otherwise computed. It would not 
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be “fair and just” for a taxpayer to enlarge its entire base period earnings 
on account of an unusual benefit which it derived on account of World 
War II in 1939. There are three types of situations under which this 
question might arise and it would be unfair to permit a reconstruction 
based upon abnormal earnings brought about by the war in one of those 
situations but it could be fair in the other two. 

In a situation such as was present in the Fezandie case, the windfall 
which the taxpayer received in December of 1939 would inflate the 
earnings of all prior years under the formula for reconstructing income 
in a 722(b) (4) case. Under that formula the figure determined for the 
business at the end of its period of growth would be adjusted to the other 
base period years according to some index of business conditions, prob- 
ably the General Business Index, or an index for the dye industry. In 
neither of these indices would there be reflected the consequences of 
an event such as happened to Fezandie, and consequently all of the re- 
constructed base period years would be unduly inflated by the one event 
which happened to Fezandie alone in 1939. 

But where the taxpayer was a member of an industry which was itself 
affected directly by the outbreak of war in 1939 so that the business index 
of the industry showed inflated earnings for 1939 on account of the war, 
then a fair and just amount for that taxpayer should include the inflated 
war earnings of 1939. If it did not, then on adjustment for years prior 
to 1939 according to the index for the industry the taxpayer would be 
unduly penalized. Thus if the industry had unusually large profits in 
1939 on account of the war, and those profits were indexed at 100, then 
the index figure for 1938 would be considerably lower than it would be 
if the war profits were eliminated from 1939. Therefore, if we eliminate 
the war profits of a single taxpayer and then use an industry average, the 
reconstruction is not fair to the taxpayer where the industry average 
includes war profits for the year 1939. 

The third situation concerns those cases outside 722(b) (4) where the 
reconstruction for 1939 does not affect other years. The fact that the 
Tax Court balked at permitting war demands of 1939 to inflate actual 
earnings of earlier years does not mean that the actual experience of a 
taxpayer in 1939 need be reconstructed where the taxpayer is not asking 
the court to use that abnormal demand as a basis for reconstructing earn- 
ings of earlier years. If, therefore, a taxpayer had a fire in 1937 and 
sought to reconstruct the entire base period earnings on that account, the 
Fezandie case is not authority for the reconstruction of the actual ex- 
perience of the taxpayer in 1939 if that year was not affected by the fire. 

It is true that the Regulations and the Bulletin call for the elimination 
of all income attributable to the increased demand occasioned by the war 
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in 1939 in order to determine “normal earnings,” but “normal” is not an 
abstract measure that can be disassociated from time. What is normal 
for one year is not necessarily normal for other years. Thus a depression 
was experienced by most businesses in 1938 and a high level of earnings 
was experienced in 1937. Each of these conditions was normal for the 
particular year, and 1938 earnings should not be reconstructed merely 
because the norm for 1937 was substantially higher. Likewise the war 
demands of 1939 were as normal for 1939 as the depression was normal 
for 1938. There is, therefore, no more justification for reducing 1939 
actual experience to an imaginary norm than there is for increasing 1938 
to an imaginary norm, if the experience for 1939 is to be used only for 
the purposes of that year and is not to be used under the push-back rule 
in such a manner as to give to other years the effects of a demand that 
did not exist in those years.” 


MONARCH CAP SCREW AND MANUFACTURING COMPANY 


In the Monarch case the Tax Court undertook to define normal earn- 
ings, having before it a claim for relief on account of an alleged price 
war within taxpayer’s industry, and also a claim on account of several 
changes in the character of the business during and immediately prior to 
the base period. The court also had an opportunity to rule on the status 
of contentions and claims advanced in conference on grounds which were 
not made a part of the claim as filed, but the opinion of the Court leaves 
the status of such matters still in doubt. 

Monarch was originally in the business of manufacturing brake bands 
for Model T Fords. When Ford changed models, Monarch then com- 
menced manufacturing Hexhead cap screws and remained in that business 
down through the tax years in question. In 1934 it had expanded its line 
of manufacturing to include other types of screws and bolts and had 
changed its method of sales distribution by selling to the ultimate con- 
sumer instead of to jobbers. This was the change in business relied upon 
in the claim for relief. 

In addition, Monarch claimed that during the base period the industry 
had experienced a price war and that, therefore, its base period earnings 
were an inadequate standard of normal earnings. It sought to reconstruct 
its base period earnings by computing sales during that period at the price 
charged in 1934, which it contended represented a fair price. As a result 
of this computation Monarch claimed a constructive average base period 


%a But see EPC 6 issued since this was written, setting forth the view of the Excess 
Profits Tax Council that no factors resulting from World War II will be regarded as 
normal. 
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net income in excess of $40,000, whereas the actual profits during the 
base period never got beyond the $4,000 bracket. 

The price of screws and bolts did decline steadily from 1931, yet the 
profits of the taxpayer were larger during the base period than for previous 
years. Sales and profits were as follows: 


Average Price 


Year Total Sales Per M Net Profit 
Ms bewtatccocess $23,324.23 $15.33 (6,439.65) 
a eee 24,214.07 14.15 (1,255.98) 
pe ee 21,652.87 13.58 139.34 
NUS 5 5:3. dno.c> o0:02 59,117.57 12.20 1,008.17 
a ieee Be 65,193.35 9.82 1,109.79 
eT eee 90,646.17 5.67 844.28 
SS Ere Pe 128,073.74 6.85 4,103.64 
Me esiiiti< oA ds: 148,129.13 6.76 3,450.48 
BME 4 Viens civaets 82,044.47 6.84 1,983.42 
| Se ree 121,842.16 5.59 3,050.68 
rer 124,950.58 5.47 3,238.21 
BOND ak he Sehdisi sys <6 308,333.49 6.65 20,998.99 
1942 (10 mo.).... 308,927.37 aa dee 


The taxpayer did not offer any industry figures or other evidence in 
support of its contention that a price war had existed during the base 
period. Considering the fact that the court had only the above figures 
before it, its finding that the earnings of the taxpayer were not depressed 
during the base period on account of temporary economic events seems 
reasonable. This finding is further fortified by the fact that there were 
other specific factors to explain the price decline. In 1931 a consent decree 
had been entered enjoining the Association of Nut and Rivet Manu fac- 
turers from continuing agreements to maintain prices. Then in 1933 and 
1934 a machine was developed known as the “bolt maker” which made a 
complete cap, screw or bolt in one operation, whereas five separate opera- 
tions had been previously required. Further, in its claim Monarch had 
stated that the industry was highly competitive and the margin of profit 
in the entire industry was small. The court, therefore, had ample evidence 
that the cutting of prices was due to continuing keen competition and that 
earnings were not depressed during the base period because of temporary 
economic circumstances unusual in the case of this taxpayer. 

After finding that there was no temporary economic event the court 
further found that Monarch’s business was not depressed during the base 
period years. The court looked at the earnings both before and after the 
base period and found that the earnings for the base period were sub- 
stantially in excess of the earnings for any other years from 1925 to 1940. 
Since there was no other evidence offered this would seem to be the only 
conclusion possible. 

In 1934 Monarch commenced the manufacture of four additional types 
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of screws and bolts, thereby giving it a more complete line and consider- 
ably increased its production. The court held that even if this increase in 
type and quantity of articles manufactured might be considered a change 
in the character of the business, such change did not occur “immediately 
prior to the base period.” From the evidence submitted it appeared that 
three of the four new lines of screws and bolts had reached a peak volume 
by 1936 and the fourth had reached a peak volume by 1937. On the evi- 
dence, therefore, the result reached was substantially correct in that there 
was no evidence that taxpayer had not at the beginning of the base period 
reached the volume which it would have reached had it commenced the 
manufacture of these additional screws and bolts two years earlier. The 
grounds upon which the court based its conclusion would appear to be 
questionable, however, particularly in the light of the example given in 
the Committee Reports. The Report of the House Ways and Means Com- 
mittee sets forth following example of a case intended to be covered by 
Section 722(b) (4): 


For example, a corporation, which until 1934 manufactured snuff at a loss, 
in that year changed to the manufacture of cigars. Due to normal difficulties 
in establishing trade connections and in establishing its product, it did not 
realize normal earnings until 1938. Such corporation should be considered 
to have changed the character of its business ‘immediately prior to the base 
period.’ *° 


Whether a change is immediately prior to the base period should be de- 
termined not so much from the calendar as from the character of the 
change and a determination as to whether the results of the change have 
been completely manifested prior to the beginning of the base period. 
There doubtless must be some time limit drawn as a practical matter, but 
it would appear that the Tax Court chose the wrong time limit in the light 
of the example given by the Committee that drafted Section 722. 

At the trial of the case, Monarch introduced evidence of a further 
change in the business, consisting of a new machine invented by its presi- 
dent, which greatly decreased the cost of manufacturing screws and bolts. 
The government objected to this evidence on the ground that this change 
had not been made a basis of the claim as filed and that no evidence of 
that character had been submitted to the Commissioner prior to the trial. 
The taxpayer contended that although its claim did not set out this further 
ground for a change in the character of the business, the evidence had 
been submitted at a hearing before the Technical Staff. The Tax Court 
admitted the evidence and later permitted the taxpayer to amend its claim 
to conform with the evidence. Too much reliance cannot be placed upon 
this action by the court, however, since the opinion cited the Blum Folding 


10 1942-2 Cum. Butt. 651. 
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Box Company case, and said that the Court was limited to the considera- 
tion of facts presented to the Commissioner, although the Court thereupon 
considered the change in business on its merits and disallowed any 
recovery. 

Apart from the disposition of these issues, the Monarch case will be 
known chiefly for its definition of “normal earnings.” The Court found 
that normal earnings as used in Section 722 meant average earnings over 
a reasonable length of time under normal conditions. In this particular 
case, the Court went back to the year 1924, and in the absence of industry 
figures, the conclusion of the Court that there was no evidence that earn- 
ings were unduly depressed during the base period seems reasonable. As 
a general proposition, however, the averaging of earnings will not give a 
fair and just amount to be used in lieu of the credit based upon actual 
earnings during the base period. This as well as many of the other diffi- 
culties which arise from statements in the Regulations and the Bulletin 
are caused by using the magnifying glass on the two words “normal 
earnings,” as used in Section 722(a) and by failing to give sufficient 
meaning to the other words used in that section. 


PHILADELPHIA, ETC., R.R. CO. 


In the case involving the Philadelphia, Germantown & Norristown 
Railroad Company, the Court had before it the unusual situation where 
the railroad’s income had been substantially increased because of the in- 
crease in normal tax rates and the imposition of the excess profits tax. 
The railroad company had leased its properties in 1870 under an agree- 
ment whereby the lessee was to pay a fixed yearly rent plus all taxes on that 
rent so as to assure the railroad company a net amount to distribute to its 
stockholders. The payment of the taxes on the rent by the lessee, of 
course, constituted income to the lessor. The amount of this net rental 
and the tax thereon remained fairly constant during the base period, but 
then, following the base period, normal tax rates increased, and since those 
new rates increased the amount which the lessee had to pay as taxes on the 
net rental paid the lessor, the excess profits took its bite out of such in- 
creased amount, which increased the rental still further, and so on ad 
infinitum, 

The taxpayer railroad was not really injured since it still had the same 
amount left to distribute to its stockholders, and the lessee who was 
paying the taxes could not complain since, although it was paying the 
taxes, it was still not the taxpayer. The court did not find it necessary to 
indulge in this play on words but denied the claim on the ground that no 
evidence had been adduced to show that the base period rentals received 
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by the railroad were not a fair standard of normal earnings, and that the 
cause of all the grief was events which transpired after the base period, 
which were not grounds for relief under Section 722. 

The taxpayer was claiming relief under Section 722(a) and 722(b) (5). 
The events which made the base period an inadequate standard of normal 
earnings according to the taxpayer, did occur in excess profits tax years 
so that denial of relief under (b) (5) was fairly easy. However, Section 
722(a) contains no such express limitation upon the event which gives 
rise to the inadequacy. Under that subsection in any case in which the 
excess profits tax results in an excessive and discriminatory tax without 
the benefit of Section 722, a taxpayer is entitled to establish what would be 
a fair and just amount to be used in lieu of the average base period net 
income otherwise determined. Consequently, it was believed by many that 
subsection (a) provided general relief and that subsection (b) merely 
cited examples or suggestions of the categories of types of situations in 
which relief would be granted. It was thought that relief might be claimed 
under (a) even though the circumstances might not fit into one of the 
separate categories depicted in (b). That possibility has not expressly 
been eliminated, but the reasoning of the Court in the Philadelphia case 
would render such possibility extremely remote. 

The Court said that since subparagraph (a) contained an express pro- 
hibition against looking to events occurring after December 31, 1939, for 
the purpose of reconstructing income, it would be illogical to permit con- 
sideration of events occurring after that date for the purpose of determin- 
ing eligibility for relief. This means that under either subparagraph (a) 
or (b), the only grounds for relief must be events occurring prior to 
December 31, 1939, and the broad coverage of (b) (5) would leave little, 
if any, room for cases to be covered by subparagraph (a). At this time 
it appears that subparagraph (a) is being interpreted as a declaration of 
general intent and that subparagraph (b) sets out the specific provisions to 
be met by a taxpayer who wishes to gain the benefits of the general 
principles enunciated in (a). 


STIMSON MILL CO. 


The facts and computations were stipulated in the case involving Stim- 
son Mill Co., so that there was presented the single issue of whether a 
taxpayer is entitled to increase its lowest year to 75% of the average of 
the other three years * as a matter of right after reconstructing average 
base period net income for one or more of those other years under Section 
722. 


11 LR.C. §713(e). 
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Stimson Mill filed a claim under Section 722(b)(2) on account of a 
strike in 1937. It was successful in reconstructing its income for that 
year to the satisfaction of the Commissioner, computing a constructive 
income of $85,263.34 to be used in lieu of the actual income of $63,706.57 
for that year. But after all of this work it found that the credit under 
Section 722 without the benefit of the 75% rule was less than the actual 
credit with the benefit of the 75% rule. The low year was 1938, as it was 
for almost everyone else, which was not the one that had been recon- 
structed under Section 722. However, the taxpayer did seek the benefit 
of its reconstructed income for 1937 in computing the 75% average to 
be used for 1938. The court held that the taxpayer could not as a matter 
of right claim the benefits on the 75% rule after reconstructing under 
Section 722. 

In its opinion the court italicized the words which have been italicized 
above so that the full purport of the decision is open to question. What- 
ever might have been theoretically desirable in this type of case, Section 
713(e) does specifically apply to the actual income of a taxpayer and 
does allow for any reconstruction of that income. If a taxpayer is en- 
titled to the benefits of the 75% rule, then it would be entitled to have its 
lowest year raised to an amount equal to 75% of the actual income of the 
other three years, and could not, therefore, compute the 75% average 
after the earnings for one or more of the other years had been re- 
constructed. 

Likewise, a taxpayer is not entitled to the benefit of the 75% rule as a 
matter of right in reconstructing income under Section 722. No sta- 
tionary guide posts have been fixed which ‘would say that a taxpayer is 
entitled to anything as a matter of right under Section 722. The question 
remains, however, whether the principle of the 75% rule should be applied 
in establishing “a fair and just amount” to be used in lieu of the actual 
base period net income. 

It is only fair and just that in determining a constructive net income 
credit the same rules followed by all taxpayers in the computation of an 
actual net income credit should apply. In fact, the regulations specifically 
require that the principles of Section 711(b) relating to gains and losses 
from the sale of capital assets and income from the retirement of bonds 
should be followed in the reconstruction of income under Section 722." 

Perhaps the Court had all of this in mind when it italicized the words 
“after” and “matter of right” and intended to leave itself free to follow 
the 75% rule where it found such procedure would result in establishing 
a fair and just amount to be used in lieu of actual base period net income. 





12 Reg. 112, Sec. 35.722-2(b) (3). 
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The Court stressed situations under which it might not be fair to apply 
the 75% rule as a matter of right and it remains to be seen whether the 
court will apply that rule where such application would be fair. 


EAST TEXAS MOTOR FREIGHT LINES 


The East Texas Motor Freight Lines had its principal office in Dallas, 
and by the end of 1935 was operating thirty trucks over routes covering 
1,185 miles. In 1938 the company acquired a certificate to operate between 
Dallas and Fort Worth and also acquired from another trucking company 
a certificate to operate between Texarkana and Memphis. In the latter 
part of 1939 the company acquired a certificate to operate between 
Memphis and St. Louis. The acquisition of these new lines added some 
600 miles to the routes covered by the taxpayer, and it further enabled it 
to carry freight from one major distributing company to another and 
added several major distributing centers to the area covered. 

Taxpayer claimed that this expansion of its routes and the change from 
an intrastate carrier to an interstate carrier was a change in character, 
within the meaning of Section 722(b)(4) and that it was, therefore, 
entitled to a constructive credit computed upon the basis of the level which 
taxpayer’s earnings would have reached by the end of the base period had 
these changes been effected two years earlier. The Court held for the 
taxpayer, finding that taxpayer’s expansion, its change from an intrastate 
to an interstate carrier, and the difference in its method of operation co- 
incided with at least threé of the situations mentioned in the statute. 

The remainder of the taxpayer’s case was proven with the aid of expert 
witnesses. These witnesses consisted of the president of the taxpayer and 
two other men of considerable experience in the motor carrier industry 
who held responsible executive positions in their respective companies. 
These men testified that it took from two to four years to develop a terri- 
tory fully and convince shippers that the carrier was responsible and 
capable of handling the business. They further testified that this taxpayer 
had not realized the fruits of its expansion by December 31, 1939, and that 
if the changes above described had taken place two years earlier, the 
earnings for the calendar year 1939 would have been from 100 to 200 per 
cent more than the actual earnings for that year. The Government ob- 
jected to the admission of the expert testimony since it had not been 
offered to the Commissioner before the trial. The objection was over- 
ruled, and the Government then requested an extension of time within 
which to procure its own expert witnesses, but this request was not granted 
by the Court. 
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The rapid growth of this taxpayer is illustrated by its operating net 
income during the base period and the excess profits tax years in question: 


Year Ended Ne anes 
CE ad. ules tibba ces 4 $7,903.09 
ao Se os ois eos 15,101.65 
Ce Ca ne ase no bugs pie 48,835.48 
Ds os WaScesveeisckee 82,051.72 
es ie ck cers ct lndsks 132,945.98 
Bs cus 6% 59 bic 550es can 164,031.34 
ESE Are 226,263.67 


By the application of the leverage principle ** to the base period net in- 
come the taxpayer had a credit without the application of Section 722 
which almost equaled the income for the last year of the base period. The 
Commissioner contended, therefore, that there was no basis for relief 
since the credit without Section 722 gave full recognition to the growth 
of the taxpayer up to the end of its base period. The court overruled this 
contention on the basis of the testimony of the expert witnesses who 
estimated that there was a time lag of from two to four years between the 
commencement of business and the full development of a territory by a 
motor carrier. 

In proof of the fact that the business had not reached a normal level of 
earnings by the end of the base period, the witnesses were asked whether 
the taxpayer had reached a normal level of earnings by December 31, 
1939. The Government contended that the answers of these questions 
were irrevelant and were not proof of one of the factors essential to re- 
covery, namely, that the taxpayer had not reached its full earning level by 
the end of the base period. Since this taxpayer was on a fiscal year basis, 
with its base period ending June 30, 1940, testimony that it had not 
reached full growth by December 31, 1939, was not proof that it had not 
realized the full benefits from the change by the end of its base period. 

The Court pointed out the difference in the requirements of the statute 
in this respect in that no factors occurring after December 31, 1939, may 
be considered in reconstructing income, but it is essential that a taxpayer 
prove that it had not reached its full level of normal earnings by the end 
of its base period, even though that date were subsequent to December 31, 
1939. The answers of taxpayer’s witnesses that this taxpayer had not 
reached its full level of normal earnings by December 31, 1939, was not 
then proof of the necessary factors that it had not reached its full level of 
normal earnings by the end of its base period. The Court relied, however, 
on the other testimony of these witnesses to the effect that it took from 
two to four years to develop a territory and, therefore, found as a con- 


18 L.R.C. § 713(f). 
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clusion of fact that this taxpayer had not reached its full level of normal 
earnings by June 30, 1940, at the end of its base period. 

As proof of the fair and just amount to be used as a constructive credit, 
the expert witnesses of the taxpayer were correctly limited to the calendar 
year 1939 as events occurring after that time may not be considered. 
These men estimated that the earnings for the calendar year 1939 would 
have been 100 to 200 per cent greater had the changes taken place two 
years earlier. This figure was reduced by the Tax Court to 50% through 
what may have been a misapprehension as to the benefit derived by the 
taxpayer during this base period from its actual increase in volume as we 
shall discuss later. But the important matter is the formula for recon- 
struction adopted by the Court. 

First the Court found it necessary to reconstruct the actual base period 
net income on a calendar year basis. The taxpayer was unable to make an 
actual reconstruction but was able to compute gross income by quarters, 
so it allocated net income in the same ratio in which its gross income had 
been received by quarters. Then it took the proportion of net income 
which had been allocated to the last half of the fiscal year ending June 30, 
1939, and the net income allocable to the first half of the fiscal year ending 
June 30, 1940, and the total was used to represent the operating net in- 
come for the calendar year 1939. The income for the calendar year was 
thus found to be $69,536.10, whereas the income for the fiscal year ending 
June 30, 1940 was $82,051.72. The calendar year income was, therefore, 
substantially less than the fiscal year incoine, and it was this calendar year 
income which was used in further calculations of the constructive net 
income. 

In order to find the normal level which taxpayer’s earnings would have 
reached had the changes been effected two years earlier, it was necessary 
to multiply this calendar year figure by the factor found by the Court to 
represent the increase in earnings that would have been effected under 
those circumstances. The resulting figure was then used as the basis for 
reconstructing the entire base period net income by use in this case of the 
general business index. That general business index as published in the 
Internal Revenue Bulletin for January 25, 1945, is as follows: 


EM 4.0.05 oh omsh ehieswngh Oiesa 127.3 
TOOT 639 2nchs 055050 an chap seine 128.3 
PMO r sci tacccscctosecesesreste 46.8 
LOSD Soi cies less edb es 131.3 


These figures were then converted into an index so that the year 1939 
would represent 100%, which gave the following results: 
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ESE ery rer cers ee 96.9% 
|. LES COTS EO TEE oe 97.7% 
Mg cnt c Watt Kashins sa iehs 35.6% 
os REE ee 100.0% 


The constructive figure for the calendar year 1939, after giving effect to 
the push back rule, was then multiplied by the above percentage figures to 
get the constructive income for each calendar year in the base period. 

Then came the recomputation to place the taxpayer back on a fiscal 
year basis in the light of these new constructive incomes for the base 
period calendar years. This recomputation might become important in 
cases other than those arising under Section 722(b) (4), but in the latter 
type of case the net result would be a change in the credit of less than 
eight-tenths of one per cent, as we shall explain later. 

To get back on a fiscal year basis the court took one-half of the con- 
structive income for 1936 and one-half of the constructive income for 1937 
and combined the two to give a constructive income for the fiscal year 
ending June 30, 1937. It followed this same procedure to obtain a con- 
structive income for the fiscal years ending June 30, 1938 and 1939. For 
the fiscal year ending June 30, 1940, the court took one-half of the con- 
structive net income for the calendar year 1939 and multiplied by two, 
since the statute prohibits the consideration of any events occurring after 
December 31, 1939. 

The net result of all these computations is to eliminate one-half of the 
income for the year 1936 and to add into the total credit an extra half of 
the total income for the calendar year 1939. Since in a (b) (4) case where 
the above percentages are used there is only 3.1% difference between the 
income of 1936 and 1939, and since this difference would be averaged 
over the four years, there could not possibly be a difference in excess of 
eight-tenths of one per cent, and in this particular case the difference was 
less than four-tenths of one per cent in the constructive credit as a result 
of all these computations. These resulting figures for the fiscal years were 
regarded as the operating net earnings for those years and were then ad- 
justed for other income and other deductions, and the net result was used 
as the constructive credit. 

The end result of all of this was an increase in the actual average base 
period income of $75,324.52 to a constructive average base period income 
of $86,292.17. This increase was not as sizable as might have been sup- 
posed from the facts proven at the trial. For one thing, the taxpayer had 
a very advantageous credit based on actual earnings on account of the 
application of the leverage factor. Then the Court may have found a 
lower constructive credit than it had actually intended as a result of a 
possible misapprehension as to the extent to which increased earnings were 
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represented in the base period. Although the experts produced by the 
taxpayer testified that if the changes had been effected two years earlier 
the earning level reached by the end of 1939 would have been 100 to 200 
per cent greater than the actual earnings at that time, the Court reduced 
this estimate to 50%. The Court stated that in arriving at this conclusion 
it had in mind that by the end of the base period the taxpayer was already 
enjoying very substantial benefits in improved income from the changes 
which it had made in 1938 and 1939. However, the benefits which the 
taxpayer was enjoying at the end of its base period, which was June 30, 
1940, were only partially reflected in the reconstructed earnings for the 
calendar year 1939. Taxpayer’s actual operating net income for the last 
year in its base period was $82,051.72, whereas the constructive net in- 
come for the calendar year 1939 was only $69,536.10. If the Court 
reached its factor by using the earnings to the end of the base period, it 
should have increased that factor since it was actually used in connection 
with the lesser reconstructed earnings for the calendar year 1939. 

The Government urged that the variable credit rule was applicable in 
this case. By the application of the two year push-back rule, a credit is 
theoretically obtained which would represent the average earnings of the 
taxpayer had it commenced business or introduced the changes two years 
earlier. Since this credit is immediately available, and since theoretically 
taxpayer would not have reached this level of earnings until two years 
later, the Bulletin and Regulations ** suggest a variable credit for the first 
two years which would take into consideration the fact that the earnings 
of the taxpayer would normally not reach the amount of the constructive 
credit for another two years. To allow the full credit for those next two 
years would theoretically give a double benefit on account of the excess 
profits credit carry-forward. 

In its opinion, the Tax Court does not mention the variable credit rule 
urged by the Government. This could mean that the rule was not recog- 
nized by the Tax Court or that it was not applicable under these particular 
facts. Actually, the new constructive credit after application of the push- 
back rule was only slightly in excess of the actual earnings of the taxpayer 
in the last year of its base period. This should be further evidence that 
the figure reached by the Tax Court was low and would indicate that 
there was not the reason in this case for the application of the variable 
credit rule that had been set forth in the Regulations and the Bulletin. 
Actually, there was no credit carry-forward since the earnings of sub- 
sequent years were far in excess of the constructive credit allowed by the 
Court. Under the facts of this case it was fairly obvious that it would not 


14 Reg. 112, Sec. 35.722-3(d). 
6 
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take the taxpayer two years to grow into the constructive credit found by 
the Court, and consequently the variable credit rule may not be completely 
buried. Its status will not be certain until there has been an opportunity 
for its application in a case which would permit the taxpayer an unused 
excess profits credit carry-forward in the absence of such a rule. 


THE Matin UNANSWERED QUESTION 


These decisions may contain clues to the answers to many important 
questions, but they leave unanswered the question as to the real nature of 
the relief to be extended under Section 722. Does Section 722 afford an 
alternative relief for which a taxpayer must forsake all other beneficial 
provisions, even with respect to years which are not reconstructed, or 
does Section 722 afford relief supplementary to the other provisions so as 
to relieve distress not alleviated by those provisions? * 

The Stimson case probably precludes the taxpayer from utilizing other 
beneficial provisions as a matter of right. The question remains, however, 
whether a taxpayer who has qualified for relief under Section 722 may as 
a part of its reconstruction have the benefit of the seventy-five per cent 
rule, the leverage or growth factor, the elimination of abnormal deduc- 
tions and the benefits of abnormally high income in years.which are not 
under reconstruction. The answer to these questions is to be found in a 
somewhat philosophic approach to the intended purpose of Section 722, 
and while many arguments can be advanced on each side of the issue, 
they in all probability will represent reasons in support of a conclusion 
already reached rather than reasons which Jed to the conclusion. 

The Bulletin and the Regulations for the most part follow the theory 
that Section 722 is an all-inclusive relief provision under which the com- 
putation of a credit must be undertaken without looking to the methods 
adopted by Congress for the computation of a like credit for other tax- 
payers. An exception is made in certain cases where the growth formula 
might be found applicable, but special emphasis is laid upon the elimination 
of any abnormal income even in years not under reconstruction and upon 
the proposition that in the computation of the credit under Section 722 
regard shall not be had to other sections of the Code. 

This position is supported by the language of the court in the Stimson 
case above referred to, and in the Monarch case wherein the court set 
out to define normal earnings. A dictionary definition of normal earnings 


* [The discussion immediately following was prepared by the author prior to the Tax 
Court’s decision in Homer Laughlin China Company, 7 T.C. No. 154, which is analysed 
in the Addendum to this article. The considerations presented here were deemed suffi- 
ciently valuable to warrant retaining the discussion intact —Eb.] 
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would, of course, not include adjustments to earnings during base period 
years accorded to those taxpayers under other provisions of the Code. 
But there again the claim of the taxpayer was denied on several grounds, 
and left unnecessary the determination of any standard for the computa- 
tion of normal earnings under Section 722. On the basis of issues actu- 
ally decided, this very basic question remains open for decision either way 
without the overruling of any decision promulgated to date. 

A decision that the reconstruction under Section 722 must be made 
exclusive of all other provisions relating to the computation of a credit 
for purposes of an excess profits tax could be supported by administrative 
and technical considerations. From the administrative standpoint, a 
goodly number of claims would be eliminated if Section 722 were an 
alternative remedy for which a taxpayer must forsake all other benefits 
accorded him by other provisions of the excess profits tax law. Merely as 
a matter of getting rid of cases, such a decision would dispose of more 
litigation than perhaps any other single determination. 

As a matter of literal statutory interpretation, such a result could be 
supported by emphasizing certain words in Section 722(a), as was done 
by the court in the Monarch and Stimson cases. In the Monarch case the 
Court selected the words “normal earnings” and found them to mean a 
measure of earnings over a reasonable length of time under normal con- 
ditions. That is a rather innocuous definition which leaves you with 
“normal conditions” on your hands instead of “normal earnings.” How- 
ever, the definition is not as innocuous as it might seem, and could be 
used by the Court as a basis for sustaining the position taken in the Bulle- 
tin and the Regulations that Section 722 is a land all its own and that 
reconstruction under that section must be undertaken without the aid of 
guide posts enacted by Congress for the use of other taxpayers. 

Further support for such a position can be found by focusing on the 
words “in lieu of” as the Court did in the Stimson case. That which is 
to be used in lieu of something must necessarily be different from the 
something it is to be used in lieu of. If these supporting arguments based 
upon statutory interpretation seem weak to proponents of a different in- 
terpretation, it must be remembered that greater issues have been decided 
with lesser supporting interpretative arguments. 

To follow other beneficial provisions of the excess profits law in re- 
constructing income under Section 722 would leave more cases to be 
decided upon their merits, but the results reached would be more equitable 
in most cases. We are faced again with the ever-present problem as to 
the extent justice should be sacrificed for speed, and to what extent we 
can place greater burden upon the court in the interest of equity. The 
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argument which could be made in support of this position would be some- 
what as follows: in the enactment of Section 722 Congress intended to 
extend relief over and beyond that already given by the previous auto- 
matic relief provisions. In its concern for taxpayers in the categories to 
which it intended to extend relief under Section 722, Congress could not 
have intended to exact as a condition to receiving that relief, the require- 
ment that such a taxpayer should abandon all other forms of relief given 
to other taxpayers, excepting to the extent that there might be a duplica- 
tion or a stacking up of relief granted for similar causes. It is true that 
Congress said that the credit computed under Section 722 should be used 
in lieu of the credit otherwise determined, but how else could Congress 
have said that the constructive credit should be used instead of the actual 
credit? The constructive credit would be different merely because of the 
reconstruction on account of causes enumerated in Section 722(b), and 
further differences need not be imposed in order to justify the use of the 
phrase “in lieu of.” 

The words “normal earnings,” which the court defined in the Monarch 
case, are used twice in Section 722(a), and their use is not unconnected 
as will be seen from a reading of the first sentence of that section: 


In any case in which the taxpayer establishes that the tax computed under 
this subchapter (without the benefit of this section) results in an excessive and 
discriminatory tax and establishes what would be a fair and just amount 
representing normal earnings to be used as a constructive average base period 
net income for the purposes of an excess profits tax based upon a comparison 
of normal earnings and earnings during an excess profits tax period, the tax 
shall be determined by using such constructive average base period net income 
in lieu of the average base period net income otherwise determined under this 


subchapter. 


It should be obvious that Congress was describing our own excess profits 
tax by the words “an excess profits tax based upon a comparison of 
normal earnings and earnings during an excess profits tax period.” If 
that be true, then the words “normal earnings” as so used would refer to 
normal earnings as computed under the provisions of our own excess 
profits tax law. Then if the purpose were to find “a fair and just amount 
representing normal earnings” to be used as a constructive credit for the 
purposes of an excess profits tax based upon a comparison of normal 
earnings and earnings during an excess profits tax period, that fair and 
just amount representing normal earnings would be computed in the same 
manner. Congress was, therefore, using the words “normal earnings” in 
the same sense each time in the same sentence, and our own statutory 
definition of normal earnings is a better guide to the intent of Congress 
than is the dictionary. 
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This conclusion is further fortified by a consideration of the words 
“fair and just amount.” Since there must be some guide in determining 
what is fair and just, we have a choice between rules picked out of the 
blue by the Commissioner, or by the Court, and the rules enacted by 
Congress. The provisions of the Code relating to the computation of the 
excess profits tax credit based on base period net income were under con- 
sideration by Congress over a period of two years. In the course of that 
time it made numerous changes in the statute permitting the adjustment of 
the actual average base period net income to a more favorable credit in 
most instances. Congress doubtless felt that it was thereby enacting rules 
which would in most instances reach an amount which would be fair and 
just for computing an excess profits tax credit. It would not be unreason- 
able to assume that Congress intended those same rules to be followed to 
the extent feasible, when it stipulated for the establishment of “a fair and 
just amount” under Section 722. 

Of course there will be instances where the automatic allowance of those 
adjustments as a matter of right would not give a fair and just amount to 
be used as a constructive credit for the purposes of an excess profits tax. 
That was doubtless why Congress did not specifically prescribe that all 
of the other rules for the computation of normal earnings should auto- 
matically apply under Section 722. But that contingency should be ground 
for denying the applicability of those provisions as a matter of right in 
the particular case where such application would not be fair and just, and 
should not be ground for denying the applicability of those provisions to 
all taxpayers claiming under Section 722. 


CONCLUSION 


The few decisions handed down by the Tax Court during the first four 
years that Section 722 has been in operation and the rather narrow issues 
that have been decided should remove all doubt as to the administration 
of Section 722 being an all-time lifetime task. The mere mass of problems 
would make it a lifetime task, but the way in which the answer to any 
isolated issue is intertwined with so many other issues makes this a full 
time field. 

The crying need is for an over-all theory or philosophy which would 
give a basis for the settlement of one issue that would not lead to in- 
congruous results in other instances. The only document to date which 
affords such a guide is the Bulletin and the extent to which the Tax Court 
has depended upon the Bulletin is not so much evidence as to the correct- 
ness of the result reached by the Bulletin in a single example, as it is 
evidence of the inherent desire to grasp some guide which would indicate 
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the results which a decision under one section would have upon contro- 
versies arising elsewhere under Section 722. This over-all approach com- 
mends the Bulletin as a guide to those who might even disagree with many 
of its basic premises. 

The Excess Profits Tax Council now appears to be the real answer to 
this crying need. The circumstances under which it was established give 
to it a wider scope and more independent authority than would otherwise 
have been true. It should, therefore, be free to formulate a policy for the 
administration of Section 722 which would be sympathetic with the ob- 
jectives which brought about the enactment of that section. It should in 
the course of time provide an over-all guide which would lead to the 
settlement of a great volume of cases now pending. For while the Tax 
Court is the final arbiter, the best comprehensive picture of the problems 
arising under Section 722 will be that obtained by the Excess Profits Tax 
Council and it should be very tempting for the Tax Court to follow the 
findings of that body where there is any statutory support whatever for 
the decision. Perhaps the Tax Court will formulate a “Dobson rule”’ all 
its own for these cases. 


ADDENDUM 


Since the preparation of this article, the Tax Court, in the Homer 
Laughlin China Co. case,** has unkindly answered what we had referred 
to as the unanswered question. 

For the years 1940 and 1941 the Commissioner changed the deprecia- 
tion rates applicable to the properties of the‘Homer Laughlin China Co., 
thereby increasing income for each of those years by some $50,000. The 
China Co. agreed to the change in rates, but insisted on recomputing its 
base period income credit under Section 722(b)(5) by using the same 
rates for base period years as the new rates the Commissioner was using in 
the excess profits tax years. This would increase income for the base 
period years, and would make for a more equitable measure of excess 
profits. The $50,000 increase in income achieved by the reduction of 
depreciation rates can hardly be regarded as excess profits. 

The Commissioner contended that the taxpayer could obtain relief 
under Section 734 relating to inconsistent positions. Such relief would 
have required that to get the increased credit for base period years, the 
taxpayer would have to pay the tax on the increase in income for each 
year on account of the change in depreciation rates. It was also urged 
that the event relied upon as furnishing the abnormality occurred after 
December 31, 1939 and that there was no proof that the depreciation rates 


157 T.C. No. 154 (1946). 
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used in either the base period years or the excess profits tax years were 
improper. 

The Court did not discuss these contentions but decided against the tax- 
payer on the ground that the constructive credit was less than the actual 
credit, since the growth factor (Section 713 (f)) was inapplicable in com- 
puting the constructive credit under Section 722. The average income 
after reconstructing with the new depreciation rates was $307,338 whereas 
the actual credit with the aid of Section 713(f) was $409,623. Taxpayer 
contended that it was only fair and just to apply Section 713(f) to the re- 
constructed income, either based upon the reconstructed income, or the 
actual income, thus seeking to avoid one of the horns of the Stimson case. 
Under its alternative proposal, taxpayer would have computed the credit on 
actual income with the aid of Section 713(f) and then would have added 
the increase effected by reconstructing for the new depreciation rates. 
This latter method would have given a credit of $460,627, whereas the 
application of Section 713(f) after reconstruction would give $466,466. 
But the Court would not accept either proposal. 

The Court regarded the reconstructed average of $307,338 as the 
amount proven under Section 722, and since this was less than the credit 
otherwise, the court held the taxpayer had not shown any right to relief. 
In the court’s opinion the taxpayer never got to Section 713(f) since on 
its own proof, without that section, it was not entitled to relief. 

It is difficult to reconcile oneself to what is regarded as an erroneous 
interpretation of a statute. There is always the tendency to try to find 
some basis for construing the full import of the decision as being some- 
thing less than the Court was obviously trying to say. There is the ever 
present temptation to try to make the decision appear less wrong according 
to one’s own lights. It is a temptation to which we succumb very easily. 

In the Stimson case we discussed the possibility that the Court had 
italicized the words “after reconstructing under section 722” and “as a 
matter of right” for the purpose of narrowing the purport of the decision. 
The China Company case eliminates the possibility that it makes any 
difference whether one tries to use (e) or (f) of Section 713 either before 
or after reconstructing under Section 722. The only conceivable possi- 
bility remaining is that a taxpayer could get the equivalent of the adjust- 
ments accorded by Section 713(e) or (f) by proof as a part of the re- 
construction instead of as a matter of right. 

The Bulletin*® and Regulations ** recognize the applicability of the 
growth factor in a proper case, as distinguished from the deficit rule and 


16 Bulletin, Part VIII E. 
17 Reg. 112, Sec. 35.722-2(b) (1). 
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the 75% rule. This concession is based upon the Committee Reports in- 
dicating that Section 713(f) was enacted in recognition of the fact that 
for a growing corporation a straight arithmetic average is not a fair mea- 
sure for determining excess profits. The Bulletin goes further to say that 
when growth has been proven, the mathematical formula of Section 
713(f) will ordinarily compensate for the factor of true growth.** Has 
this all been swept away by the China Company case? 
The actual income of the China Company for the base period was: 


Year Amount 
Ms cits cn desde dbinksites $32,006.90 
0 RIOT RS 264,223.06 
DG riect het cccscckad 409,623.77 
WMG isc'se'ds doe ce ks a8 336,483.59 
Seer $1,042,337.32 


While this may appear to be phenomenal growth, the income for 1936 
reflected only the operations for December, since prior to that time the 
taxpayer had been merely a holding company and operations had been 
conducted by its wholly owned subsidiary. 

The difference then between the total income for 1936 and 1937 and 
that for 1938 and 1939 did not all represent growth, or may not even 
represent growth at all, since the first period has the profits for thirteen 
months of operation and the latter for twenty-four months. It would not 
be “fair and just” to compare such disproportionate figures to show 
growth under Section 722 even though as a matter of right a taxpayer 
could do so automatically outside the confines of 722. 

In the China Company case the Court speaks of the credit proven under 
taxpayer’s theory, and then holds that Section 713(f) cannot be applied 
to the amount proven under Section 722. Can it be that the Court is still 
talking in terms of what may be done as a matter of right, as distinguished 
from that to which a taxpayer may prove itself entitled? 

A declaration by Congress that a straight average “operates inequitably 
in the case of corporation B whose earnings have steadily increased during 
the base period” ** is not to be lightly disregarded when operating under a 
mandate to find a “fair and just amount” to be used as a credit for pur- 
poses of an excess profits tax. Proof that the earnings were increasing 
over the base period, which proof was not present in the China Company 
case, should entitle a taxpayer to adjust its straight average to some higher 
credit. The formula prescribed by Congress to make this equitable adjust- 
ment for other taxpayers could be taken as the proper method for arriving 


18 Bulletin, Part VIII E. 
19 H. Rep. No. 146, 77th Cong., Ist Sess., 1941-1 Cum. Butz. 550, 553. 
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at a “fair and just” amount in the absence of evidence otherwise. There 
is nothing in the actual holding of the China Company case to preclude 
such procedure since there was no proof of growth. On the other hand, 
there was no intimation by the Court that it would be amenable to such 
a method of reaching the correct result. So perhaps this entire discourse 
is but a monument to the truth of Alexander Pope’s declaration that hope 
springs eternal in the human breast. 








Section 721(a)(2)(C)—A Reappraisal 


J. K. LASSER anp JOHN P. ALLISON 


O UR original commentary on Section 721 was prepared one year ago.” 
Subsection (a)(2)(C)—dealing with abnormal income from research, 
development, etc.—was still unexplored territory. Six cases since decided 
have finally penetrated some of its mysteries.* These decisions require a 
reappraisal of the statute, and perhaps some new prophecies as to what is 
contained in the areas yet undefined. 

Scope of the Section. Last year a burning question was the extent to 
which subsection (a)(2)(C) was available to taxpayers deriving ab- 
normal income in the form of sales. The regulations have never excluded 
manufacturers, publishers or others who sell a product which is the fruit 
of research or development activity. They do, however, seem to indicate 
a belief that the statute was intended primarily for natural resource in- 
dustries, and for taxpayers which have developed patents or formulae 
from which they derive royalty income. Where abnormal income is de- 
rived in the form of sales, the regulations require a segregation between 
the income from manufacturing and/or selling activities on the one hand, 
and the income from research and/or development activities on the other.* 
Only the latter qualifies for relief. The suggested method of segregation, 
in case of a manufacturer of a patented device, is to establish the amount 
of royalty income which would have been earned if others were licensed 
to manufacture the device. The difficulties of applying such a method to 
the ordinary case are too obvious for comment. 

It was our view that Congress did not intend to discriminate in favor 
of, or against, any type of taxpayer or any type of income-producing 
activity. The statute was enacted for the benefit of any taxpayer which 


J. K. Lasser (C.P.A.) is author of Your Income Tax, Your Corporation Tax and 
numerous other books ; Chairman of New York University Institute on Federal Taxation; 
partner of J. K. Lasser & Co., New York City. 

Joun P. Atttson (B.A., LL.B.) is associated with Rosenman, Goldmark, Colin & 
Kaye, New York City and is author of INvestors’ TAx PLANNING. 

1 Lasser and Allison, Commentary Upon Section 721 of the Internal Revenue Code 
(1945) 1 Tax L, R. 157. 

2W. B. Davis & Son, Inc., 5 T.C. 1195 (1945) ; W. B. Knight Machinery Co., 6 T.C. 
519 (1946) ; Southwestern Oil & Gas Co., 6 T.C. 1124 (1946); Soabar Co., 7 T.C. 89 
(1946) ; Rochester Button Co., 7 T.C. 529 (1946) ; Producers Crop Improvement Asso- 
ciation, 7 T.C. 562 (1946). Application was made in one case under the “bread basket” 
provision of subsection (a) (2). Geyer, Cornell & Newell, Inc., 6 T.C. 96 (1946). The 
taxpayer prevailed in the Davis, Knight, Southwestern and Rochester cases. 

8 Reg. 112, Sec. 35.721-7. 
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had expenditures for any research or development, extending for more 
than twelve months, and which was “fortunate enough to make a sub- 
stantial return.” * In two cases involving manufacturers, the Tax Court 
has accepted this view. Moreover, it has cut through the impractical and 
well-nigh impossible restrictions imposed by the regulations. 

In W. B. Knight Machinery Co.,° the taxpayer manufactured milling 
machines, accessories and parts. During the years 1936 to 1940, it de- 
veloped a new machine. In holding that the income derived from sales of 
new machines in 1940 and 1941 was abnormal, the Tax Court wrote: 


The generic term ‘manufacture’ might cover many separate and wholly 
distinct activities or operations. In this case only the income which arises 
from the ‘exploration, discovery, prospecting, research or development of 
tangible property, patents, formulae, or processes, or any combination of 
them extending over a period of 12 months’ occasions the application of the 
statute. The statute deals with the source of the income, not the character of 
the taxpayer’s activities, whether they be single or multiple. The property of 
the petitioner was developed in order to enable it to carry on its business. 
The abnormal income was derived from the sale of that property.® 


The relief was accordingly computed on the basis of the gross profit from 
machinery sales (sales less cost of goods sold). Similarly in Rochester 
Button Co.," the Court ignored the royalty yardstick for determining ab- 
normal income from the sales of new types of buttons developed by the 
taxpayer. Here, too, the starting point for the computation of relief was 
the gross profit. 

The Treasury has argued that relief may be had only where the research 
and development activities were unusual or extraordinary. This issue also 
was present in the Knight and Rochester Button Co. cases. In the Knight 
case, the research was aimed at, and culminated in, the construction of a 
more efficient model of a machine already in use. In Rochester Button Co. 
the company had been engaged in continuous research to improve its 
product. The Court wrote: 


. . . It seems to us to make no difference whether, as respondent con- 
tends, petitioner was habitually and continuously engaged in experimentation 
and research. If in the tax year the income it enjoyed as the result of prior 
activities in this field was more than 25 per cent greater than that for the 
base years, the necessary condition has been met.® 


Thus, it may be regarded as settled that subsection (a) (2) (C) is available 


# Statement of Senator Adams, Cong. Rec., Vol. 87, pt. 2, 77th Cong. 1st Sess. 1636-1637, 
March 3, 1941. 

5 W. B. Knight Machinery Co., 6 T.C. 519 (1946). 

6 Jd. at 532, 533. 
77 T.C. 529 (1946). 
87 T.C. 529, 550. 
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even though the research or development activities are neither unusual 
nor extraordinary. 

Whether relief is available under subsection (a) (2) (C) in cases where 
research or development activities relate to intangible property other than 
“patents, formulae or processes’—the three types singled out in the 
statute—has not yet been squarely decided. The question, however, is 
largely academic. If income resulting from such activity is outside the 
scope of subsection (a)(2)(C), it merely means that it constitutes a 
separate class.° The only effect of separate classification is that the restric- 
tions specifically imposed on relief under subsection (a) (2)(C) are in- 
applicable in such cases.*° 

Subdivision of Class of Income. An important question is whether a 
taxpayer may subdivide income which falls into the subsection (a) (2) (C) 
category. The following example illustrates the problem: 

A taxpayer developed new formulae and processes for the publication 
of a newspaper and also developed a new patent for printing ink. It kept 
separate records for each activity. During an excess profits tax year the 
income from the publication exceeded 125% of the average income from 
the publication during the preceding 4 years, but the income from the 
patent was “normal.” 

The regulations indicate that abnormal income must be determined by 
classes and not by items.“ Thus, in the cited example it would seem that 
the income from the publication and the patent would have to be lumped, 
since they both fall into subsection (a) (2) (C), which is a single class of 
abnormal income. The Tax Court so held in the Rochester Button Co. 
case. There, research was conducted with respect to several different types 
of buttons. The income from all types was considered as a unit.’* On the 
other hand, the Court has indicated that where the income falls into the 
“bread basket” class a liberal subdivision of the class will be permitted. 
In Geyer, Corneli & Newell, Inc.,* the taxpayer was an advertising 
agency. It claimed that the income from each of its accounts constituted 
a separate class, since it accepted only one client for each type of product 
and performed different services for each. Separate records were kept 

®LR.C. § 721(a) (2). 

10 See Lasser and Allison, op. cit. supra note 1, at pp. 173-174. 

11 Reg. 112, Sec. 35.721-1. 

12 There is an indication in Producers Crop Improvement Association, cited supra 
note 2, that a classification of sales into retail and wholesale categories may be per- 
missible. However, relief was denied in that case. See also Green Bay Lumber Co., 3 T.C. 
824 (1944) in which the Court approved of reasonable groupings within a class of 
abnormal deductions under I.R.C. §711(b)(1)(H)-(J), and Iron Fireman Mfg. Co., 
5 T.C. 452 (1945) in which it intimated that a class of deductions could be subdivided in 


order to establish that some part of the class was abnormal. 
186 T.C. 96 (1946). 
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for each account. The Tax Court stated: ‘No valid objection to such 
separate classification occurs to us.” 

If subdivision is permitted with respect to an unspecified class of in- 
come, it certainly should be permitted with respect to an (a) (2) (C) class. 
The statutory classes were singled out by Congress presumably because 
they consist of the cases most deserving of relief. The Treasury’s pro- 
hibition against subdivision of an (a) (2) (C) class of income runs counter 
to this scheme. This discrimination against subsection (a)(2)(C) is 
neither logical nor consistent with Congressional intent. The Treasury 
and the Tax Court should both reconsider their positions on this question. 

Adjustment for “Direct Costs and Expenses.” In each of the cases in 
which the taxpayer prevailed, the statutory adjustment for “direct costs 
and expenses” was in issue. The extreme Treasury view has been that the 
adjustment includes a proportionate ** part of the general and administra- 
tive expense of the taxable year. The extreme taxpayer view has been that 
the adjustment is limited to research or development costs incurred dur- 
ing the taxable year in connection with the abnormal income, and items 
which enter into “cost of goods sold” where the abnormal income is 
derived from sales. 

The Tax Court is in between. In the Rochester Button Co. case, where 
the abnormal income consisted of sales, the Court held that a portion of 
the selling expense, but not of the general or administrative expense, 
should be included in the adjustment. Since, under general accounting 
principles, selling expenses are not ordinarily considered to be “direct” 
expenses,** the decision is questionable on this point. In the Davis case,” 
where the abnormal income consisted of royalties, neither a portion of the 
general or administrative expense nor the costs of defending the patent 
were included in the adjustment. 

Thus it is still not clear exactly what items must be included in “direct 
costs or expenses.” The only point definitely established is that “general 
and administrative expenses” do not form part of the adjustment.” 

Validity and Effect of the Regulations. The regulations provide that 


14 The adjustment would be in the ratio that the abnormal income bears to total income. 

15 DoHR AND INGRAHAM, Cost ACCOUNTING, PRINCIPLES AND Practice (1946) 132, 133, 
147-51, 733; MACFARLAND AND Ayars, ACCOUNTING FUNDAMENTALS (1936) 34-7, 420-39. 

16 W. B. Davis & Son, Inc., 5 T.C. 1195 (1945). 

17In the Soabar case, cited supra note 2, the income was from the sale of machines. 
Taxpayer claimed relief under the royalty theory set forth in the regulations discussed 
supra, and made no deduction for direct costs, on the ground that it had no outlay for 
patent development during the taxable year. The Commissioner did not contend other- 
wise. Too much reliance should not be placed on his silence, however, in view of the 
fact that relief was denied for other reasons. In the Knight case, cited supra note 2, the 
opinion does not disclose the items which were included in the adjustment made “for direct 


costs or expenses.” 
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any portion of “net abnormal income” resulting solely from changes in 
price, cost or demand occurring in the taxable year may not be attributed 
to any other year **—in other words, to the extent that the income results 
from those factors, relief is unavailable. 

We suggested the possibility that these regulations could be challenged. 
In brief, the argument is that the substantial margin of 25% *° set by 
Congress in determining net abnormal income, was intended to allow for 
all changes in prices, costs and demand in the taxable year so that the 
Treasury exceeded its authority in imposing additional standards. The 
power to issue regulations is not the power to graft onto the statute a 
requirement that was not intended by Congress.” This argument is 
buttressed by two analogies: 

(1) In Section 711(b)(1)(K), which requires disallowance of ab- 
normal base period deductions, Congress specifically provided that no such 
deductions shall be disallowed unless the taxpayer establishes “that the 
abnormality or excess is not a consequence of ...a change at any 
time in the type, manner of operation, size or condition of the business 
engaged in by the taxpayer.” No such provision was made in Section 
721—-thus indicating a Congressional intent that there be no additional 
limitation. 

(2) The principle underlying Section 721 is similar to that on which 
Section 105 ** is based—namely, relief from the tax burden which re- 


18 Reg. 112, Sec. 35.721-3. The regulation also provides that “in attributing items of 
net abnormal income to other years, particular attention must be paid to changes in those 
years in the factors which determine the amount of such income, such as changes in 
prices, amount of production and demand for the product.” 

19 The requirement that the income must increase so substantially that its rate of 
increase for four years must be equal to more than 10% per annum, compounded annually, 
before it may be deemed “abnormal” (see Carl Shoup, The Concept of Excess Profits 
under the Revenue Acts of 1940-42 (1943) 10 Law anp ConTEMPORARY Pros_EMs 28, 40), 
indicates that Congress gave full consideration to these variations and fluctuations when 
it fixed the 125% standard in §721(a)(3). Certainly, income which must progressively 
increase at least 10% per annum for four years, must reasonably be considered to be not 
“normal,” and not the usual and ordinary earnings of the average business. When a 
business earned in excess of that rate, Congress believed that that fully satisfied the 
condition of abnormality. It required no further proof of any other condition. This was 
confirmed by the fact that the limitation fixed by the 25% margin was expressed in plain 
and unambiguous language and, at the same time, no other limitation. was specified therein, 
If Congress had intended to impose any additional limitations, it would have prescribed 
such limitations in clear and express terms. 

20 Smietanka v. First Trust & Savings Bank, 257 U.S. 602 (1922) ; Scofield v. Valley 
Pipe Line Co., 138 F. (2d) 835 (C.C.A. 5th, 1943). 

21 1.R.C. § 105 provides: “In the case of a bona fide sale of any oil or gas property, or 
any interest therein, where the principal value of the property has been demonstrated by 
prospecting or exploration or discovery work done by the taxpayer, the portion of the 
tax imposed by § 12 attributable to such sale shall not exceed 30 per centum of the selling 
price of such property or interest.” 

The following example illustrates the operation of this section: A taxpayer purchased 
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sults when income which is the result of effort expended in prior years 
is all realized in one year. In view of their common purpose, these sections 
should receive a similar construction. Yet under Section 105 the Com- 
missioner has not provided any limitation upon the amount of income to 
which the statute applies.” It makes no difference under that Section that 
there have been changes in the price of oil or gas, or in the demand for 
the product, or any other economic factors which may have affected the 
value of the properties at the time of purchase or sale. 

In all the decided cases, however, the Tax Court either expressly or 
impliedly upheld the validity of the regulations, and gave consideration 
to the required adjustments whenever it decided that the taxpayer was 
entitled to relief. 

In the Knight case, a deduction was made for “improved business con- 
ditions.” The taxpayer and the Commissioner agreed * that the ratio 
of the average sales of machines in the United States by the entire industry 
for the four preceding years, compared to such sales in the taxable year, 
represented a fair index of the “normal” improvement in business condi- 
tions. The Court used this index factor to eliminate the amount of “net 
abnormal income” not attributable to the research conducted in other 
years.* In the Davis case,”* on the other hand, the Court made no adjust- 
ment for a general improvement in business conditions. It held that the 
adjustment is required only where there has been an improvement in the 
taxpayer’s own business. Where abnormal royalty income resulted from 
an increase in sales by the taxpayer’s licensee, no adjustment was required. 

In the Southwestern Oil & Gas Co. case,** a deduction was made for 
increased income resulting from higher prices in the taxable year. The 
amount of this adjustment was stipulated by the taxpayer. The Court 


land in 1939. It expended time, money and effort in prospecting and exploring oil on the 
property. Its operations proved successful. In 1945 it sold the property. Assume that the 
net income attributable to the sale of the oil property, under § 105, was $150,000. Assume 
further, that if there had been no shortage of oil lands in 1945 and no war-induced 
demand for oil or war-inflated prices, the net income attributable to the sale of the 
property would have been only $50,000. Nevertheless, the entire sum of $150,000 receives 
the benefit of the relief provisions of §105. The Commissioner does not require reduc- 
tion of such amount. He does not require elimination of that portion of the net income 
which resulted from increased demand or increased prices, or any other economic changes 
which affected the gain. 

22 Reg. 111, Sec. 29.105-1. 

28 Perhaps, to paraphrase Mr. Shakespeare, “the taxpayer doth concede too much.” 

24 It has been pointed out that the rule of the Knight case may be very unfair if the 
taxpayer started on a position below the level of its industry and pulled itself up, or if 
the industry itself was depressed. Simons & Shultz, The Missing Link in Relief Cases, 
24 Taxes 803, 807 (1946). 

25 W. B. Davis & Son, Inc., 5 T.C. 1195 (1945). 

266 T.C. 1124 (1946). 
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refused, however, to make any adjustments for “lower operating costs” 
which resulted from an increased volume of production, which in turn 
was attributable to newly discovered oil wells. The Court also held that 
no adjustment was required for “improved business conditions” merely 
because of increases in gross sales, profit per unit and number of em- 
ployees, or for “increased demand” where the taxpayer had a ready 
market for all its products in the prior four year period as well as in the 
taxable year. 

In Rochester Button Co., the Court stated that the adjustment for 
improved business conditions should be based on the sales history of the 
Company’s standard button, in which no changes had been made. It held 
that the ratio of the average sales of this button by the Company during 
the preceding four years to the sales during the taxable year indicated the 
improvement in business conditions. 

Allocation of Net Abnormal Income. The regulations provide that “in 
general” allocation to other years of items of net abnormal income falling 
within subsection (a)(2)(C) shall be made in accordance with the ex- 
penditures made each year for the research, development, etc. which 
produced the income.*’ We contended that this regulation did not pre- 
clude a ratable allocation over the years in which the development activi- 
ties occurred. In the Davis, Knight, Southwestern Oil & Gas and 
Rochester Button Co. cases, in which relief was granted, the Tax Court 
made the allocation on the basis of expenditures. It should be noted, 
however, that in each case no objection was raised to such method. There 
is nothing in any of these cases which indicates that if such an allocation 
does not produce a fair result, or if such an allocation is impossible because 
of incomplete cost records, the ratable method may not be used. It seems 
clear from the legislative history of the statute that ratable allocation is 
always permissible, and that the expenditure basis provided in the regu- 
lations is merely an alternative.” 

Procedure. The regulations provide that taxpayers seeking relief under 
Section 721 “shall” file with their returns statements setting forth the 
bases of their claims. It was our belief that this provision is not manda- 
tory, and that relief may be sought for the first time by way of refund 
claim, or even in a petition to the Tax Court. This view was squarely 
sustained by that Court in the Soabar * case. 

Conclusion. From this brief summary, it is apparent that the Tax 
Court has attempted to give some content and practical meaning to Section 


27 Reg. 112, Sec. 35.721-7. The original Regulations provided for ratable allocation. 
Reg. 109, Sec. 30.721. 

28 See Lasser and Allison, op. cit. supra note 1, pp. 180-182. 

29 Soabar Co., 7 T.C. 89 (1946). 
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721(a)(2)(C). Unfortunately, the Treasury Department has not fully 
shared in this attempt. There is still much to be done, particularly with 
respect to the adjustments for direct costs and expenses, and for changes 
in business conditions. There are also some things which might well be 
undone, particularly the apparent prohibition against subdividing an 


(a)(2)(C) class of income. 











Proof of Income Tax Fraud 
LEWIS D. SPENCER 


‘Te principal civil penalty for federal income tax fraud is set forth 
in section 293(b) of the Internal Revenue Code, which authorizes the 
collection of fifty per centum of the total amount of the tax deficiency “if 
any part of any deficiency is due to fraud with intent to evade tax.” * In 
addition section 145(b) of the Code makes a willful attempt in any 
manner to evade or defeat the tax a felony punishable by a maximum fine 
of $10,000 and a prison sentence of five years together with the costs of 
prosecution.” In recent months interest in these sections of the Code has 


Lewis D. Spencer (A.B., DePauw University, LL.B., Columbia University) is a 
member of the New York and Indiana bars. 

1 It frequently happens that the tax deficiency is caused by two or more items in a given 
year and that there was fraud with intent to evade tax in connection with only one of 
them. Nevertheless, the fifty per centum penalty applies to the entire deficiency, not merely 
the part of the deficiency caused by the fraudulent items. Duffin v. Lucas, 55 F. (2d) 786 
(C.C.A. 6th, 1932), cert. denied 287 U.S. 611 (1932) ; Mauch v. Comm’r, 113 F. (2d) 555 
(C.C.A. 3d, 1940) ; Johnson v. United States, 39 F. Supp. 103 (Ct. Cls. 1941); John 
McKeon, 39 B.T.A. 813 (1939), appeal dismissed C.C.A. 2d, Sept. 9, 1939; John Soeder, 
43 P-H T.C. Mem. Serv. { 43,013 (Jan. 9, 1943). Even in those cases in which a deficiency 
has previously been assessed and paid for the tax year under consideration the fifty per 
centum penalty is based upon the difference between the total tax due and the tax shown 
on the return, thus including such deficiency. J. S. McDonnell, 6 B.T.A. 685 (1927); 
Thomas J. McLaughlin, 29 B.T.A. 247 (1933) ; Maitland A. Wilson, 7 T.C. No. 49 (July 
29, 1946) ; but see Daniel J. Leary, 45 P-H T.C. Mem. Serv. {45,042 (Jan. 24, 1945), 
opinion on this point withdrawn 45 P-H T.C. Mem. Serv. 45,123 (April 10, 1945). 
Furthermore, if any part of a 1942 deficiency is due to fraud with intent to evade tax, no 
part of the 1942 or 1943 tax is forgiven, which is a substantial penalty in itself. §6(A) 
and (B) of Current Tax Payment Act of 1943. 

Other civil penalties include additions to the tax of twenty-five per centum thereof for 
failure to make and file a return (§291(a)) and five per centum of the deficiency in tax 
if any part of the deficiency is due to negligence or intentional disregard of rules and 
regulations but without intent to defraud (§ 293(a)). More than one of the civil penalties 
may be added to the tax for the same year. In the following cases both the twenty-five 
per centum penalty for failure to file a return and the fifty per centum penalty for fraud 
with intent to evade tax were imposed: Pincus Brecher, 27 B.T.A. 1108 (1933) ; Thomas 
J. McLaughlin, 29 B.T.A. 247 (1933) ; Ollie V. Kessler, 39 B.T.A. 646 (1939) ; Murray 
Humphreys, 42 B.T.A. 857 (1940) ; Joseph Calafato, 42 B.T.A. 881 (1940), aff'd without 
opinion 124 F. (2d) 187 (C.C.A. 3d, 1941) ; Emil A. Bruder, 42 P-H B.T.A. Mem. Serv. 
9 42,281 (May 15, 1942). 

2 Willful failure to pay federal income tax or the estimated tax, to make returns or 
declarations, to keep records, or to supply information at the time required by law or 
regulations is a misdemeanor punishable by a maximum fine of $10,000 and a prison 
sentence of one year together with costs of prosecution (§ 145(a)), and making and sub- 
scribing a return known to be false is a felony punishable by a maximum fine of $2,000 
and a prison sentence of five years (§ 145(c)). 
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increased because of the government’s drive on’ tax evaders.* The investi- 
gations of the federal agents involve not only those taxpayers suspected 
of conducting black market operations but also those who have adopted 
some illegal device for reducing the high taxes brought about by the appli- 
cation of wartime rates to increased incomes, those who have merely tried 
to plan their transactions so as to keep income taxes at a minimum and 
in. their anxiety to save money stepped across the tenuous line between tax 
avoidance and tax evasion, and those who have become involved in a web 
of circumstantial evidence from which they have trouble extricating 
themselves for lack of adequate records or other means of explaining 
suspicious looking transactions. In addition to the taxpayer’s returns and 
books of account, other types of evidence such as bank accounts showing 
traces of income in contrast to records showing receipt of income itself 
play an important part in these cases. Frequently before all such evidence 
has been thoroughly studied it is difficult to tell whether the alleged tax 
evader is as guilty of income tax fraud as the black market operator who 
omits substantial income from his return for obvious reasons or is as 
innocent as a reputable business man who makes an honest mistake in 
reporting a complicated transaction. The purpose of this article is to 
consider the nature of federal income tax fraud and to discuss the proba- 
tive force of various types of evidence relied upon by the taxpayers and 
the government in such cases. 


FRAUD WITH INTENT TO EvADE Tax 


The definition of civil income tax fraud in Section 293(b) of the Code 
is broad, and a more precise statement is not feasible because of the multi- 
plicity of ways in which taxpayers can evade the income tax. In fact, if 


8 The success of the government’s campaign is indicated by a Treasury Department 
Press Release on December 17, 1946, which states that investigative efforts of the Bureau 
of Internal Revenue produced $546,000,000 of additional assessments in the first four 
months of the fiscal year beginning July 1, 1946—a 41 per cent increase over the corre- 
sponding months of the preceding year. Additional taxes and penalties recommended as 
the result of investigations were only $123,295,136 for the entire fiscal year beginning 
July 1, 1944, and $45,718,776 for the fiscal year beginning July 1, 1943. The Bureau of 
Internal Revenue reported more than 111,000 delinquent amended returns filed in the 
fiscal year beginning July 1, 1945, amounting to $170,000,000 in additional taxes, according 
to a Treasury Department Press Release on August 8, 1946, which attributed a substantial 
portion of this amount to tax evaders who desired to forestall criminal action by admitting 
their delinquencies before their affairs were investigated. 

The following recent articles discuss the problems involved in tax evasion cases: 
Wallace, Penalties and Prosecutions for Evasion of the Federal Income Tax (1946) 
1 Tax L. Rev. 329; Platt, The Prosecution of Tax Evaders (1946) 18 Onto State Bar 
Association Report 543; Winer, Voluntary Disclosures and Related Federal Tax Fraud 
Matters (1946) 26 Boston Univ. L. Rev. 1; and Foley, Fraud and Evasion (1946) 


24 Taxes 1034. 
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the conduct to be penalized were outlined more carefully, the statute 
might help taxpayers evade tax instead of aiding the government to pre- 
vent such a result. The nature of the offense has been considered in a 
large number of cases and the statute applied to specific fact situations, 
however, and by studying the evidence presented by the Commissioner 
and the taxpayers in these cases it is possible to determine which facts are 
significant and which are relatively unimportant in proving federal income 
tax fraud. 

Some of the schemes used to evade the income tax are so obviously 
fraudulent that detailed analysis is hardly necessary. For example, if a 
corporation claims a deduction for bonuses paid to officers who are also 
stockholders and such stockholders subsequently redistribute the bonuses 
among themselves in proportion to their stock holdings, it can easily be 
seen that the corporate officers are knowingly trying to get an improper 
deduction for the corporation while distributing its earnings to themselves 
as stockholders.* But most of the cases require careful consideration. 

The two basic factors emphasized in the statute are (1) a deficiency in 
tax for the year in question and (2) fraud with intent to evade tax. The 
first of these items is easier to deal with than the second because it in- 
volves no problems peculiar to fraud cases. In every income tax case the 
ultimate question is whether there is a deficiency in tax, and fraud cases 
are no exception.® It is the second of these items, namely, the fraud with 
intent to evade tax, which requires additional analysis and study. 

The problem presented in determining whether there is fraud with 
intent to evade tax is strikingly illustrated by the case of William E. 
Mitchell. In taxpayer’s 1930 return a large block of stock sold in that 
year was reported as part of a block of 5,000 shares acquired at a rela- 
tively high cost; in previous years, however, nearly 5,000 shares had al- 
ready been attributed to that same stock purchase. As a result, the basis 


#See Holmes & Janes, Inc., 30 B.T.A. 74 (1934). 

5§271 defines “deficiency” as “the amount by which the tax imposed by this chapter 
exceeds the excess of—(1) the sum of (A) the amount shown as the tax by the taxpayer 
upon his return, if a return was made by the taxpayer and an amount was shown as the 
tax by the taxpayer thereon, plus (B) the amounts previously assessed (or -collected 
without assessment) as a deficiency, over (2) the amount of rebates. . . .” In the follow- 
ing cases no fraud penalty was due because no deficiency was found: Detroit Vapor Stove 
Co., 4 B.T.A. 1043 (1926) (salaries deducted by corporation were reasonable in amount) ; 
Earl O. Johnson, 5 B.T.A. 253 (1926) (taxpayer not liable for tax on gain from sale of 
stock previously transferred to his wife) ; Riverview State Bank, 12 B.T.A. 1261 (1928) 
(taxpayer sustained losses claimed in its return) ; D. B. Malernee, 31 B.T.A. 662 (1934) 
(taxpayer made valid gift of stock to wife before it was sold to a third party and hence 
gain on sale was not income of taxpayer). See also M. L. Virden, 6 B.T.A. 1123 (1927) ; 
H. G. Stevens, 14 B.T.A. 1120 (1929) ; J. M. Walsh, 18 B.T.A. 571 (1929). 

6 40 B.T.A. 424 (1939), rev'd 118 F. (2d) 308 (C.C.A. 5th, 1941), supplemental findings 
of fact and opinion 45 B.T.A. 822 (1941). 
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of the stock sold in 1930 was overstated by approximately $209,000, and 
taxpayer should have paid tax on additional gain in this amount. The 
return had been prepared by an employee of taxpayer named Nabors, who 
testified that he had unintentionally made this mistake. Before signing 
the return taxpayer went over it in a general way with Nabors, but he 
did not check the clerical computations and details. The Board of Tax 
Appeals concluded that the above facts, in the absence of a better explana- 
tion by taxpayer, were convincing proof of fraud with intent to evade tax. 
The Circuit Court of Appeals, however, reversed the Board and remanded 
the case for further findings of fact. It stated its position as follows: 


The Board made elaborate fact findings but did not find the fact directly 
put in issue by the pleadings—that Mitchell knew the return was false. The 
general conclusion that there was fraud with intent to evade tax is explained 
in an opinion by the majority which seems to us to indicate that they really 
held that Mitchell and Nabors were grossly careless and for that reason 
Mitchell ought not to be absolved. . . . Negligence, whether slight or great, 
is not equivalent to the fraud with intent to evade tax named in the statute. 
The fraud meant is actual, intentional wrongdoing, and the intent required is 
the specific purpose to evade a tax believed to be owing. Mere negligence does 
not establish either.’ 


When the case again came before the Board, it made additional findings 
of fact that Mitchell and Nabors were grossly careless in preparing the 
1930 return but neither had actual knowledge that the return was false. 
It therefore concluded that the return was not fraudulent with intent to 
evade tax as that phrase was interpreted by the Circuit Court of Appeals. 
The Mitchell case clearly shows that the standard to be applied is the 
subjective test of “intent to evade tax,” however difficult it may be to 
decide close cases on this basis.* 

Frequently a thorough review of the taxpayer’s conduct is helpful in 
determining whether he omitted income from his return with intent to 
evade tax. For example, in National City Bank of New York v. 
Helvering ® the Court concluded that the taxpayer was guilty of income 
tax fraud after considering in detail his actions in connection with the 
omitted income. In that case an oil company officer named O’Neil re- 
ceived $441,000 in Liberty Bonds in the year 1922 and $286,000 in 1923 


7118 F. (2d) 308, 310 (C.C.A. 5th, 1941). 

8 As stated by the Board of Tax Appeals in M. Rea Gano, 19 B.T.A. 518, 532-533 
(1930): “To establish fraud by direct proof of intention is seldom possible. Usually it 
must be gleaned from the several transactions in question and the conduct of the taxpayer 
relative thereto. Moreover, in assaying evidence to determine the presence or absence of 
fraud, the scales of justice must dip more heavily than in the ordinary civil case—a mere 
preponderance is not enough, the evidence of fraud must be clear and convincing.” 

998 F. (2d) 93 (C.C.A. 2d, 1938). 
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prior to June 15 from a corporation known as Continental Trading Co., 
Ltd. from which his company had purchased substantial quantities of oil 
for 25¢ a barrel more than the cost of the oil to Continental. The bonds 
which Continental handed O’Neil were part of this differential. O’Neil 
filed his 1922 income tax return on June 8, 1923, and at that time he had 
not indicated any intention to turn the bonds over to his company; on 
the contrary, he had clipped the interest coupons from a large number of 
the bonds and deposited their proceeds in his own bank account. The 
Court accordingly concluded that his 1922 return which failed to disclose 
the bonds received in that year was fraudulent. The 1923 return was not 
filed until June 9, 1924, however, and in the meantime O’Neil had de- 
livered the bonds to his son, telling him that they were the property of 
the oil company and giving him instructions to deliver the bonds to the 
company in case of O’Neil’s death or upon his written order during his 
lifetime. Judge Learned Hand in his opinion took the view that this step 
toward returning the bonds was too equivocal to support the conclusion 
that O’Neil did not treat the bonds as his own, particularly in view of the 
fact that the step thus taken by O’Neil might have been prompted by the 
Senate investigation of the oil deal commenced in May of 1923. Thus 
he concluded that O’Neil in his 1923 return also intended to evade tax 
even though the bonds were ultimately handed over to the company at 
O’Neil’s direction in 1925. Since the intention of the taxpayer with 
respect to the omitted income at the time he filed his return cannot be 
precisely ascertained, it is necessary in such cases to examine his conduct 
and infer his intention from it. In many cases this is a difficult job re- 
quiring deliberate judgment of each act and careful weighing of all 
evidence in the case. 

In determining whether the 50 per centum of the tax deficiency should 
be added to the tax as a penalty for “fraud with intent to evade tax”’ it is 
important to distinguish cases in which the taxpayer was trying to avoid 
tax by planning his transactions advantageously. It has frequently been 
stated that a taxpayer may diminish his liability by any means which the 
law permits *° and the fact that his attempts to diminish his liability are 
unsuccessful does not mean that he is guilty of income tax fraud. The 
recent Court Holding Co. case” illustrates this point. Taxpayer was 
a Florida corporation the only asset of which was a furnished apartment 


10 For example, see Evelyn F. Gregory, 27 B.T.A. 223 (1932), rev’d 69 F. (2d) 809 
(C.C.A. 2d, 1934), aff'd 293 U.S. 465 (1935) in which the opinion of the Supreme Court 
states: “The legal right of a taxpayer to decrease the amount of what would otherwise 
be his taxes, or altogether avoid them, by means which the law permits, cannot be 
doubted.” 

112 T.C. 531 (1943). 
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house and the land on which it was situated. In February, 1940, taxpayer 
through one of its officers orally agreed to sell this property, but tax- 
payer’s attorney later advised the purchaser that the sale could not be 
consummated because taxpayer had acquired the property at a low price 
and the income tax on its gain from the sale would be large. Shortly 
thereafter taxpayer was completely liquidated and the real estate with the 
apartment house was conveyed to its two stockholders as a liquidating 
dividend. Within a week the stockholders sold the property to the same 
purchaser who had originally agreed to buy it from the corporation. The 
Tax Court concluded that the declaration of the liquidating dividend fol- 
lowed by the transfer of legal title to the stockholders was merely a 
formality designed “to make the transaction appear to be other than what 
it was,” *? and it treated the transaction as a sale by the corporation. 
However, it refused to sanction a fraud penalty. In this connection Judge 
Disney wrote: 


If the petitioner here was of the opinion that the method by which it at- 
tempted to effect the sale in question was legally sufficient to avoid the imposi- 
tion of the tax upon it, its adoption of that method is not subject to censure. 
Petitioner took a position with respect to a question of law, the substance of 
which was disclosed by the statement endorsed on its return. We can not say, 
under the record before us, that that position was taken fraudulently.’* 


His conclusion in this respect was not questioned on appeal.** In several 
other cases the courts have drawn a distinction between tax evasion and 
tax avoidance in dealing with the 50 per centum penalty.*® 


12 Jd. at 538. 

18 Jd. at 541, 542. 

142 T.C. 531 (1943), rev'd on other grounds 143 F. (2d) 823 (C.C.A. 5th, 1944), rev’d 
324 U.S. 331 (1945). 

15JIn Arthur M. Godwin, 34 B.T.A. 485 (1936) taxpayer did not succeed in showing a 
gift of stock to his wife with the result that dividends thereon should have been reported 
by him; also he failed to demonstrate he was not liable for tax on part of a corporate 
trust fund set aside for commissions and bonuses although he claimed the fund was 
actually used for sales promotion. But the Board refused to uphold the fraud penalty 
claimed by the Commissioner and stated at p. 494: “It is conceivable from the present 
record that the petitioner, when he made his returns, actually believed, although mis- 
takenly, that he had made the gifts to his wife, that the trust funds were in fact disbursed 
in sales promotion, and that he was not taxable upon them. The fact that we hold that 
he has failed to sustain these positions does not carry with it a presumption or an inference 
of fraud.” 

Likewise in John Thomas Smith, 40 B.T.A, 387 (1939) taxpayer had taken deductions 
for losses arising from sales of stock to his wholly owned corporation. In connection 
with the asserted fraud penalty the opinion states: “The petitioner has testified that he 
honestly believed that he had a right to make the sales to the corporation and to take the 
deductions for losses resulting from those sales, and was not required thereafter to 
report the dividends on the securities sold. . . . Although he was trying to keep down 
his taxes, all of his acts indicate that he was endeavoring to meet the requirements of the 
law. He thought his plan was effective and it never occurred to him to go beyond the 
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If the necessary intent to evade tax is present, a taxpayer can incur a 
fraud penalty just as easily by claiming deductions to which he is not en- 
titled as he can by failing to report income, since the effect in each case 
is to create the tax deficiency specified in section 293(b) of the Code. An 
examination of the reported cases discloses, however, that there have been 
substantially fewer cases involving fraudulent deductions than cases deal- 
ing with failures to disclose income. This is probably due in a large mea- 
sure to the fact that a revenue agent examining the return can detect 
improper deductions more easily than he can find concealed income with 
the result that taxpayers use the former method less frequently. Since 
the deductions are set forth in the return, the issue is generally a narrow 
one: does taxpayer’s evidence support the amount claimed as a deduc- 
tion? Any taxpayer using padded deductions as a method of reducing 
his income tax is counting more on the return’s not being examined than 
on the possibility that the fraud will not be detected in an examination. 
Nevertheless, there have been several cases involving fraudulent deduc- 
tions, many of which are concerned with the broad deduction for trade 
or business expenses,** although the same problem can arise in connection 
with other deductions,** as well as the exemptions.’* 


legal effect of his acts to avoid tax by means of fraud or deception. His view was not 
unreasonable, and even if it were wrong, his belief in it would exonerate him from any 
charge of fraud” (citing cases). The Board then went on to hold that the losses were 
proper deductions but this conclusion was subsequently modified, 42 B.T.A. 505 (1940), 
following the decision of the Supreme Court in the related case of Higgins v. Smith, 
308 U.S. 473 (1940). ; 

And in W. P. Sewell, 44 P-H T.C. Mem. Serv. 44,040 (Feb. 7, 1944), aff'd 151 F. 
(2d) 806 (C.C.A. 5th, 1945), taxpayers had transferred stock to their wives but the 
Court found no valid and effectual gifts to have been made with the result that the 
dividends on the stock should have been reported by taxpayers. But it decided the failure 
to report the dividends was not motivated by fraud and unlawful intent. “It is possible 
they (taxpayers) had the opinion that what they did was legally sufficient to relieve them 
of liability for tax. If in fact they did, no fraudulent intent existed. Cf. Court Holding 
Co., 2 T.C. 531, 541 (1943). We disagree with their contention that the transfers had 
that effect but cannot say that they were shams designed to evade tax.” 

The Commissioner has means other than the ad valorem penalties for dealing with tax 
avoidance schemes. For example, § 45 authorizes him to allocate income and deductions 
between two or more organizations, trades or businesses if he determines such allocations 
to be necessary to reflect clearly the income of any of such organizations, trades or 
businesses. 

16 Coast Carton Co. v. Comm’r, 149 F, (2d) 739 (C.C.A. 9th, 1945) (deduction of pay- 
ments to persons who never acted as employees of corporation); The Globe, Inc., 28 
B.T.A. 119 (1933) (officers’ salaries deducted but never paid) ; Lorraine Corporation, 
33 B.T.A. 1158 (1936) (liquor expense deducted as commissions and as traveling and 
entertainment expense) ; Allegheny Amusement Co., 37 B.T.A. 12 (1938) (deduction of 
payments to stockholders who rendered no services to corporation) ; John McKeon, 39 
B.T.A. 813 (1939), appeal dismissed C.C.A. 2d, Sept. 9, 1939 (secretary paid only small 
part of amount deducted for salary); J. L. Norie, 3 T.C. 676 (1944) (deduction of 
salaries for which no services were rendered) ; Ralph W. Wagner, 40 P-H B.T.A. Mem. 
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SIGNIFICANCE OF ReETuRNS, Books AND RECORDS, PROFESSIONAL 
ADVICE AND CHARACTER EVIDENCE 





The nature of the proposition to be proved in income tax fraud cases, 
namely, that taxpayer filed the return with intent to evade tax, is such 
that very little of the evidence presented has been testimonial proof as 
distinguished from circumstantial proof. The only witness with an op- 
portunity to know whether the return was filed with fraudulent intent is 
the taxpayer himself, and his interest in the outcome of the litigation is 
so great that his testimony can be given but little consideration. There- 
fore, the issue in practically all cases turns upon the probative force of the 
circumstantial evidence which the Commissioner and the taxpayer present. 
There are at least four different types of evidence upon which the parties 
have relied in fraud cases. These are (1) returns filed by the taxpayer, 
(2) records of the taxpayer with respect to transactions that should be 
reflected in the returns, (3) advice obtained by the taxpayer from at- 
torneys and accountants, and (4) evidence concerning taxpayer’s ability 
and character. The probative force of each of these types of evidence will 


now be considered. 
In addition to the figures called for by the blanks in the return tax- 
payers may, and frequently do, attach schedules, statements, or similar 


Serv. J 40,341 (June 22, 1940) (taxpayer reported his income on basis of partnership with 
son which he knew did not exist and deducted bad debts which he also knew were 
fictitious) ; Service Center, Inc., 44 P-H T.C. Mem. Serv. 44,346 (Oct. 8, 1944) (over- 
stating rent and other expenses). 

In Eugene Ashe Electric Co., 44 P-H T.C. Mem. Serv. {| 44,276 (Aug. 11, 1944), aff'd 
153 F. (2d) 295 (C.C.A. 5th, 1946) the deductions in question were held to be improper 
but no fraud penalty was imposed because of failure to show intent to evade tax. And in 
Ned Wayburn, 32 B.T.A. 813 (1935) a deduction was allowed for that part of funds 
received from a corporation which were shown to have been spent for entertainment on 
behalf of the corporation and the balance of such funds was included in taxpayer’s income. 

A taxpayer who fraudulently deducted as commissions amounts actually representing 
dividends cannot avoid the criminal penalty for income tax fraud on the ground the 
standard for the deduction in the Internal Revenue Code—a reasonable allowance for 
salaries or other compensation for personal services actually rendered—is too uncertain. 
United States v. Ragen, 314 U.S. 513 (1942). Other criminal cases involving fradulent 
deductions are United States v. Schenck, 126 F. (2d) 702 (C.C.A. 2d, 1942), cert. denied 
sub. nom. Moskowitz v. United States, 316 U.S. 705 (1942); United States v. Kelley, 
105 F. (2d) 912 (C.C.A. 2d, 1939). 

17 Goldberg v. Comm’r, 100 F. (2d) 601 (C.C.A. 7th, 1938), cert. denied 307 U.S. 622 
(1939) (taxpayer claimed loss of $385,843.66 on sale of stock to brother-in-law who 
never paid purchase price); John A. McCandless, 5 B.T.A. 1120 (1927) (taxpayer 
claimed loss of $116,484.30 on sale of stock which he reacquired under suspicious circum- 
stances two and a half months after he filed his return) ; L. Schepp Co., 25 B.T.A. 419 
(1932) (losses claimed from marginal trading in stocks). 

18 John McKeon, 39 B.T.A. 813 (1939), appeal dismissed C.C.A. 2d, Sept. 9, 1939 
(taxpayer claimed exemption as head of family and credit for dependents to which he 


was not entitled). 
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material explaining how they arrived at the figures upon which their tax 
liability is based. These declarations by the taxpayer made at the precise 
time his intention must be determined for purposes of the fraud penalty 
are generally given great weight. If the taxpayer thus discloses all the 
relevant facts concerning his income and the deductions claimed in the 
return, it is probable that he has no intention of defrauding the govern- 
ment. Thus taxpayers have avoided a fraud penalty by disclosing in their 
returns the receipt of funds which they did not consider taxable but which 
were ultimately found by a court to be taxable income.*® In some cases 
the judges have been quite liberal in treating slight evidence of disclosure 
in the return as sufficient indication of an intent not to evade tax, prob- 
ably because of the strong probative force of such evidence.*”° Even dis- 
closures in returns other than the one in which the taxpayer should have 
reported the income have been considered significant.** On the other 
hand, if the taxpayer puts deceptive statements in the return or even if 
he merely fails to mention receipts that might be classed as taxable in- 
come, the chances are his mind is not free from an intent to evade tax— 
at least he is not helping the revenue agent who examines his return to 
check the facts upon which the amount of the tax depends. False or mis- 
leading statemer.ts in the return have been treated as important evidence 


22 


of fraudulent intent in some of the cases,** and the courts have fre- 


19 Lorenzo C. Dilks, 15 B.T.A. 1294 (1929), aff’d without opinion 69 F. (2d) 1002 
(C.C.A. 7th, 1934) (taxpayer in his return disclosed receipt of $74,703.94 which he did 
not include as income; this disclosure prevented fraud penalty when $74,703.94 was held 
to be taxable income) ; Doric Apartment Co., 32 B.T.A. 1187 (1935), aff'd 94 F. (2d) 895 
(C.C.A. 6th, 1938) (in reporting sale of apartment house taxpayer in its return disclosed 
receipt of notes and used value less than their face value; this does not show intent to 
evade tax since fair market value of notes may be less than their face value). 

20 Rogers Recreation Co. v. Comm’r, 103 F. (2d) 780 (C.C.A. 2d, 1939) (taxpayer in 
his return claimed a deduction of $44,000 to which he was not entitled; but he made 
reference in the return to a deficiency letter for a previous year which stated facts destruc- 
tive of the claim to a deduction) ; A. R. Swartz & Co. Inc., 5 B.T.A. 264 (1926) (tax- 
payer testified that correct statement of closing inventory was attached to return although 
closing inventory shown in the return was admittedly an understatement). 

21 Jemison v. Comm’r, 45 F. (2d) 4 (C.C.A. 5th, 1930) (partnership of which taxpayer 
was a member received assets upon liquidation of corporation in which he was a stock- 
holder; the assets were erroneously omitted from taxpayer’s return but disclosure of the 
transaction was made on both the corporate return and the partnership return) ; Guaranty 
Trust Co. v. United States, 44 F. Supp. 417 (E.D. Wash. 1942) (reporting income in 
return of one taxpayer when it should have been reported in return of another) ; Lucian T. 
Wilcox, 44 B.T.A. 373 (1941) (original return incomplete and disclosure attempted on 
amended return) ; James Thomas, 42 P-H B.T.A. Mem. Serv. {[ 42,306 (May 28, 1942), 
aff'd 135 F. (2d) 378 (C.C.A. 5th, 1943) (disclosure of receipt of $25,000 from corpora- 
tion in gift tax return considered significant) ; Alexander Jarvis, 46 P-H T.C. Mem. 
Serv. 46,133 (May 28, 1940) (full disclosure of income made on partnership return 
although partnership was not valid for tax purposes). 

22 In Goldberg v. Comm’r, 100 F. (2d) 601 (C.C.A. 7th, 1939), cert. denied 307 U.S. 
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quently commented on the taxpayer’s failure to set forth in his return 
facts concerning questionable transactions.** Because of the significance 
attached to statements in the return, however, a taxpayer need never 
hesitate to use any conceivable tax saving device for fear of the fifty per- 
centum penalty since he can protect himself by stating the details in his 
return; but he must state all the facts and state them with reasonable 
accuracy. 

In many cases the taxpayer has made no statement in the return that 
has a bearing on whether his intention was to evade tax but from the 
nature of his errors creating the deficiency it is possible to draw an in- 
ference as to his guilt or innocence. The probative force of such evidence 
varies greatly. For example, the size and frequency of the errors made 
by the taxpayer are important: a small deficiency in one particular year 
is not persuasive as showing an intent to evade tax,™* but failure to report 
transactions involving substantial income is significant.** Likewise errors 


622 (1939), taxpayer combined a large gain with a loss almost as large on his return, 
the alleged loss being from a fictitious stock sale. In sustaining the fraud penalty claimed 
by the Commissioner the Court stated: “It is far more reasonable to believe that the 
purpose of combining two items, one of which had shown a large gain and the other a loss 
almost as great, was done deliberately for the purpose of deceiving rather than that there 
was not a sufficient number of lines on the form used to list these items. separately.” See 
also Victor A. Dorsey, 33 B.T.A. 295 (1935) in which reference to a deposit agreement 
which did not describe the source of taxpayer’s income was considered an attempt to report 
false facts and figures. 

23 The taxpayer in Charles F. Long, 12 B.T.A. 488 (1928) omitted from his return the 
profit on a sale of stocks. The Board stated: “If the petitioner had any doubts about these 
items being taxable income, it was his duty to disclose the facts upon his return. He did 
not do so and the conclusion is inescapable that he did not do so in the hope that the facts 
would never come to light.” Likewise the taxpayer in Louis Ginsburg, 13 B.T.A. 417 
(1928), appeal dismissed 48 F. (2d) 1074 (C.C.A. 6th, 1930), failed to disclose profits of 
business in which he was a partner; the partnership did business in Texas as a branch 
of an Ohio corporation in which the taxpayer was a stockholder. The Board said: “The 
slightest intention of honesty would have compelled a disclosure of financial transactions 
which resulted in profits to the so-called branch far in excess of the income of the parent 
concern.” To the same effect see Charles Weyl, 38 B.T.A. 850 (1938) (on same day 
taxpayer sold securities at a loss he repurchased them in name of his secretary; failure 
to disclose reacquisition, which would have resulted in loss being disallowed as a wash 
sale, considered filing a false and fraudulent return) and United States v. Cole, VII-1 
Cum. Butt. 268 (U.S. S.D.N.Y. Oct. 25, 1927) (return specifically asked for information 
concerning a sale of capital assets but the rider attached to the return by taxpayer did not 
include this point). 

24 Elmer Klise, 10 B.T.A. 1234 (1928) (slight deficiencies in two years) ; John Basila, 
39 P-H B.T.A. Mem. Serv. 39,300 (June 23, 1939) (few unintentional errors). 

25 The taxpayers in William E. Mitchell, and in National City Bank of New York v. 
Helvering, both discussed above, failed to pay tax on substantial amounts of income. The 
result of both cases turned upon the explanations which the taxpayers were able to bring 
forth in support of their actions, the size of the error in effect creating a presumption of 
income tax fraud. Other cases in which the size of the deficiency was an important factor 
are: Rogers v. Comm’r, 111 F. (2d) 987 (C.C.A. 6th, 1940) (discrepancies of 100 per 
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in the return in favor of the government in addition to the errors giving 
rise to the deficiency are evidence that the taxpayer was careless but they 
do not necessarily indicate an intention to pay less than the correct tax.”* 
Mistakes made by the taxpayer involving doubtful legal points or com- 
plicated transactions are of less probative value in determining whether 
he intended to evade tax since it is not known how well informed the tax- 
payer was concerning the intricacies of the tax law at the time he made 
out his return. In such cases the courts have been inclined to give the 
taxpayer the benefit of the doubt by not imposing the fraud penalty.” 
The real test in so far as the nature of the error in the return is con- 
cerned is whether the mistake is one which an honest taxpayer would make 
under similar circumstances. Thus the cases disclose a wide variety of 
explanations put forth by taxpayers accused of income tax fraud aimed 
at showing that any other taxpayer in the same situation might have 
made the same error.** The fact that the return is incorrect does not by 


centum and more between real net income and reported net income for three successive 
years) ; White v. United States, 20 F. Supp. 623 (D.C. Ky. 1937) (income omitted by 
taxpayer was large in amount and involved several different items for each of the years) ; 
Bell Lumber Co., 2 B.T.A. 564 (1925) (omission of big sale of timber) ; Tanner Oil Co., 
20 B.T.A. 794 (1930) (gross understatement of income) ; Frank A. Weinstein, 33 B.T.A. 
105 (1935) (gross understatement of income); Albert A. Levin, 36 B.T.A. 1168 (1937) 
(omission of hundreds of thousands of dollars income over three year period); Saven 
Corporation, 45 B.T.A. 343 (1941) (failure to report large sums received as dividends) ; 
Herman Walker Realty Co. 41 P-H B.T.A. Mem. Serv. 941,550 (Dec. 10, 1941) 
(omission of important income items from return and inclusion of erroneous deductions) ; 
Alejandro Vega, 39 P-H B.T.A. Mem. Serv. 39,364 (omission of $150,599.66 Irish 
Sweepstakes winnings) ; John Soeder, 43 P-H T.C. Mem. Serv. § 43,013 (Jan. 9, 1943) 
(substantial amounts of income omitted from return) ; Richard Cantlay, 41 P-H B.T.A. 
Mem. Serv. § 41,350 (July 21, 1941) (failure to report income in original return and 
gross understatement in amended return) ; Barnett Welansky, 46 P-H T.C. Mem. Serv. 
1 46,186 (July 31, 1946) (income withdrawn from corporation but not reported on return). 

26 Griffiths v. Comm’r, 50 F. (2d) 782 (C.C.A. 7th, 1931); National Land Co., 10 
B.T.A. 527 (1928) ; James Robert Hopkins, 19 B.T.A. 693 (1930). 

27 Cases involving doubtful legal points are: Comm’r v. S. A. Mach. Co., 57 F. (2d) 
635 (C.C.A. Ist, 1932) (taxpayer failed to report gain resulting from acquisition of its 
own capital stock; the decision of the lower court in taxpayer’s favor was evidence that 
taxpayer's position was not obviously untenable) ; Parmely W. Herrick, 37 P-H B.T.A. 
Mem. Serv. § 37,325 (Nov. 16, 1937) (taxpayer deducted loss on sale of stock which 
court found was not a bona fide sale); W. F. Covington, 38 P-H B.T.A. Mem. Serv. 
938,227 (June 23, 1938), aff’d 103 F. (2d) 201 (C.C.A. 5th, 1939) (taxpayer honestly, 
though mistakenly, believed that he had formed a legal partnership) ; James R. Martin, 
40 P-H B.T.A. Mem. Serv. {| 40,566 (Nov. 25, 1940) (dividends from securities formerly 
owned by dissolved corporation were erroneously included in corporate return rather than 
those of stockholders but there was doubt whether the corporation under California law 
had ceased to exist) ; John E. Hoover, 45 P-H T.C. Mem. Serv. J 45,193 (June 8, 1945) 
(taxpayer failed to report sale of property because part of proceeds were placed in escrow 
pending settlement of dispute as to their ownership). 

28 Gutterman Strauss Co., 2 B.T.A. 433 (1925) (erroneous entry of inexperienced book- 
keeper) ; J. Heninger, 9 B.T.A. 1318 (1928) (taxpayer failed to report gain on sale of 


7 
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itself substantiate the Commissioner’s claim of fraud, of course,”* nor 
does mere negligence on the part of the taxpayer warrant the imposition 
of the fraud penalty.*®° Consequently the mistake in the return must be 
an unusual one in size or in some other respect before the type of error 
made by the taxpayer can be considered vital in connection with the fraud 
issue. 

It frequently happens that the taxpayer’s return is false because his 
books and records on which it is based are inaccurate.** Here again it is 
the nature of the errors that is important, and like the errors in the return 
mistakes in taxpayer’s records may prove or disprove an intent to evade 
tax. Any step taken by the taxpayer to mislead the agents who examine 
his return is particularly significant,** and consequently tax evasion de- 
vices such as a double set of books,** false entries oy ~iterations in ac- 


stock which he never considered as his because it was pledged as collateral for loans to 
other persons); George L. Rickard, 15 B.T.A. 316 (1926) (taxpayer failed to report 
income earned in promoting a prize fight because he anticipated legal expenses in con- 
nection with law suits resulting from exhibition of moving pictures of fight) ; F. Kieser & 
Son Co., Inc., 15 B.T.A. 359 (1929) (bookkeeper preparing return gathered data from 
books kept at three plants located substantial distances from each other) ; J. B. Dortch, 
19 B.T.A. 159 (1930) (taxpayer erroneously reserved 20 per centum of sale price of 
stock for Norwegian taxes which would be deductible when paid in order to avoid over- 
payment of income tax); Oklahoma Auction Co., 42 P-H B.T.A. Mem. Serv. { 42,088 
(Feb. 3, 1942) (checks antedated by bookkeeper to avoid discovery of his neglect by 
employer-taxpayer). However, a poor excuse will not prevent the imposition of the fraud 
penalty. Wickham v. Comm’r, 65 F. (2d) 527 (C.C.A. 8th, 1933) (claim that taxpayer 
was a simple-minded man and did not understand returns which he signed and verified). 

29 James Duggan, 18 B.T.A. 608 (1930) ; James Robert Hopkins, 19 B.T.A. 693 (1930) ; 
E. Stanley Gary, 38 P-H Mem. Serv. 938,131 (Mar. 22, 1938). 

80 William E. Mitchell, 40 B.T.A. 424 (1939) ; Oscar G. Joseph, 32 B.T.A. 1192 (1935). 
However, in M. Rea Gano, 19 B.T.A. 518, 533-534 (1930) the Board stated: “It is but a 
short step from carelessness, indifference to accuracy, and slip-shod practice such as 
characterized the dealings of taxpayer with the government to the fraudulent evasion 
of taxes.” Similarly in T. G. Nicholson, 38 B.T.A. 190 (1938) the Board commented at 
p. 197: “It is but a short step from gross negligence to fraud.” And see White v. United 
States, 20 F. Supp. 623 (D.C. Ky. 1937) in which the court stated that fraud may be 
inferred if a person makes a statement recklessly, intending it to be acted upon, without 
regard to its truth or falsity. 

81 Failure of the taxpayer to produce any records in support of his return may in some 
cases indicate an intent to evade tax. In the following cases the taxpayer was successful 
in explaining why he had no records: W. D. Collins, 7 B.T.A. 913 (1927) (taxpayer 
had serious illness during period covered by return and his wife caused his business 
records to be destroyed because she was not aware of their value); Frank J. Moore, 
37 B.T.A. 378 (1938) (records were destroyed by bookmaker after field audit of his 
returns by revenue agent). 

82 The intent of the taxpayer to mislead the government as to the facts has on occasion 
been treated as the equivalent of an intent to evade tax. Desmond’s Inc., 15 B.T.A. 
738 (1929). 

88 Noro v. United States, 148 F. (2d) 696 (C.C.A. 5th, 1945), cert. denied 326 U.S. 720 
(1945) (defendants in criminal fraud case had kept false English records upon which their 
returns were based in addition to correct Japanese accounts). 
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counts,** and incorrect invoices or other supporting documents * are 
strong evidence proving the government’s charge of fraud. On the other 
hand, cases involving errors in taxpayer’s records resulting from lax 
bookkeeping methods are distinguishable since a taxpayer may be negligent 
and still not have the requisite fraudulent intent.** 

Taxpayers have frequently sought to avoid the fraud penalty on the 
ground they had entrusted the preparation of their returns to individuals 
more familiar with the tax laws. It is difficult to reconcile the various 
cases dealing with this point since some take the view that the taxpayer 
may not avoid his responsibility for preparing the return by delegating it 
to other persons,*’ whereas the fact that taxpayer’s return was made out 
by an attorney or accountant has been mentioned as a reason for finding 
no intent to evade tax in other cases.** In any event, the possible infirmi- 
ties of such evidence are so strong that it is not entitled to great weight. 
No matter how well qualified the agent selected by the taxpayer may be, 


84C. R. Rich, 6 B.T.A. 822 (1927) (taxpayer omitted income from his books and 
changed inventory after revenue agent discovered understatement therein); Liberty 
Hosiery Mills, 31 B.T.A. 64 (1934) (officers of corporation reduced sales in order to save 
income tax) ; Maggio Bros. Co., 6 T.C. No. 128 (1946) (false book entries) ; William F. 
Birch, 41 P-H B.T.A. Mem. Serv. 941,219 (April 9, 1941) (taxpayer instructed his 
partner and the manager of the business to reduce and understate profits shown by 
records). 

85 Carlton Building Co., 29 B.T.A. 599 (1933) (receipt used as evidence of commission 
which was never paid by taxpayer but was deducted on his return). 

36 John B. Arnold, 14 B.T.A. 954 (1928), appeal dismissed 38 F. (2d) 1011 (C.C.A. 
8th, 1929), involved two attorneys who represented from 7,000 to 9,000 claimants against 
the Federal Railroad Administration for losses in the great Minnesota fire; taxpayers 
had arrangements with some 25 or 30 other attorneys concerning litigation of similar 
claims and had advanced expense money of $70,000 to $80,000; also they were defendants 
in actions by seven or eight claimants for improper handling of cases and by an investi- 
gator for services rendered; the fraud penalty was held improper on the ground that the 
deficiency was caused by careless bookkeeping in these unusual circumstances. See also 
Williamson Milling Co., 5 B.T.A. 814 (1926) (account with fictitious power company 
represented by taxpayer’s property used for power producing purposes); A. C. Griffith, 
11 B.T.A. 565 (1928) (inadequate system of accounting) ; Abraham Scheer, 11 B.T.A. 
836 (1928) (mistakes in books of account); James Robert Hopkins, 19 B.T.A. 693 
(1930) (revenue agent testified that similar blunders were not infrequently found in 
accounts of other concerns using same method of bookkeeping as taxpayer); W. F. 
Shawver Co., 20 B.T.A. 723 (1930) (bookkeeping characterized as “comedy of errors’) ; 
Chase H. Lord, 43 P-H T.C. Mem. Serv. J 43,442 (Oct. 1, 1943) (taxpayer handled large 
sums of money in loose and unbusinesslike manner) ; Philip Suetter, 46 P-H T.C. Mem. 
Serv. 46,247 (Oct. 16, 1946) (taxpayer not fully cognizant of, or else careless about, his 
duties as trustee and obviously lax about keeping proper records of operations). 

87 William E, Mitchell, 118 F. (2d) 308 (C.C.A. 5th, 1941) ; John Griffiths, 15 B.T.A. 
252 (1929) ; M. Rea Gano, 19 B.T.A. 518 (1930); D. C. Clarke, 22 B.T.A. 314 (1931) ; 
Paul Plunkett & Co., 42 B.T.A. 464 (1940). 

88 Pottash Brothers, 12 B.T.A. 190 (1928), modified on another point and aff'd 50 F. 
(2d) 317 (App. D.C. 1931); John B. Arnold, 14 B.T.A. 954 (1928); H.C. Lister, 18 
B.T.A. 699 (1930) ; Nelson J. Sykes, 38 P-H B.T.A. Mem. Serv. {[ 38,035 (Jan. 22, 1938). 
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he is dependent to a large extent upon the taxpayer for the facts; *® also 
the taxpayer and the person he employs have a common interest in keeping 
the tax shown by the return as low as possible. Nevertheless, evidence that 
the taxpayer obtained the advice of an attorney or accountant concerning 
the proper way of reporting specific transactions has frequently been con- 
sidered important *° although it is valueless if the taxpayer did not dis- 
close the pertinent facts to the individual he consulted ** or did not follow 
the advice which he received.** 

The opinions in income tax fraud cases frequently refer to the char- 
acter of the taxpayer. It is not surprising to find such evidence in the 
criminal proceedings under section 145(b) of the Code, for the defendant 
in a criminal case is permitted to introduce evidence concerning his good 
reputation in the community,** although such evidence is generally re- 
stricted to the same character trait involved in the crime for which he is 
being tried.“* However, in spite of the rule that character evidence is 
generally not admissible in civil litigation,*® reference to the taxpayer’s 
character is also frequently found in civil income tax fraud cases. The 
opinions in such cases have not considered the reasons for relying on 
character evidence, although its use might be justified on the ground that 
income tax fraud, unlike the usual civil controversy, involves a certain 
moral quality.*° Where the character evidence introduced deals with the 
same trait as the income tax fraud at issue, it must be admitted that it has 
some probative force. For example, the fact that taxpayer is a convicted 


89 E, M. Green, 11 B.T.A. 278 (1928) (taxpayer failed to furnish attorney who made 
out his return with information concerning deposits in one of his bank accounts) ; Grover 
C. Blumer, 23 B.T.A. 1045 (1931) (taxpayer told accountant preparing return that 
partnership agreement was effective for entire year but actually it was signed in last 
two months of year). 

40 Rogers Recreation Co. v. Comm’r, 103 F. (2d) 780 (C.C.A. 2d, 1939) (accountant 
had advised taxpayer that he thought taxpayer was entitled to the deduction in question) ; 
Isaac L. Rice, Jr., 39 P-H B.T.A. Mem. Serv. { 39,076 (Feb. 3, 1939) (advice of attorney 
with respect to tax saving device) ; James Thomas, 42 P-H B.T.A. Mem. Serv. { 42,306 
(May 28, 1942), aff'd 135 F. (2d) 378 (C.C.A. 5th, 1943) (counsel advised corporation 
that payment to taxpayer was gift, not compensation) ; Kesterson Lumber Corp., 44 P-H 
T.C. Mem. Serv. 44,153 (May 9, 1944) (bonus deducted in 1937 on advice of accountant 
should have been deducted in 1938) ; Alexander Jarvis, 46 P-H T.C. Mem. Serv. {[ 46,133 
(May 28, 1946) (attorney advised taxpayer income could be reported on partnership 
basis). 

41 Louis Ginsburg, 13 B.T.A. 417 (1928), appeal dismissed C.C.A. 6th, Nov. 7, 1930 
(facts given to attorney different from those upon which Commissioner based additional 
tax) ; Paul Plunkett & Co., 42 B.T.A. 464 (1940) (advice of counsel not shown to have 
been given with reference to income in question). 

42 Thomas L. Ross, 13 B.T.A. 69 (1928). 

43] WicMmore, Evipence (3d ed. 1940) 449, § 55. 

44 Id. p. 458, § 59. 

45 Id. p. 472, § 64. 

46 Jd. p. 477, § 64. 
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embezzler *’ is some indication that he filed a fraudulent return since both 
offenses involve the trait of dishonesty.** But in many cases the com- 
ments of the judge have nothing to do with the taxpayer’s honesty, 
veracity, integrity or any trait throwing light on the truth or intentional 
falsity of his tax return,*® and consequently the evidence has practically 
no value, particularly in view of the fact that the probative force of char- 
acter evidence may be doubted even in criminal cases where it deals with 
the same trait as the crime in question.” 

In the foregoing discussion the various types of evidence presented in 
income tax fraud cases have been considered from the standpoint of the 
probative force of each. It must be remembered, however, that although 
particular facts are significant, the ultimate conclusion depends upon all 
the circumstances in the case.** Frequently there are several important 
items of evidence involved, and sometimes they point in opposite direc- 
tions. Accordingly it is necessary to weigh carefully each fact established 
by the evidence and to exercise good judgment in order to reach the cor- 
rect result. Also there may be several factors present, each of which in 
itself is not conclusive but which taken together indicate the guilt or 
innocence of the taxpayer rather clearly. For example, in the case of Louis 
Ginsburg ** there was evidence that taxpayer acted on the advice of 


47 Rogers v. Comm’r, 111 F. (2d) 987 (C.C.A. 6th, 1940). 

48 Other cases in which the character evidence is some indication of taxpayer’s guilt 
are: Kenney v. Comm’r, 111 F. (2d) 374 (C.C.A. 5th, 1940) (professional gambler) and 
Richard Law, 2 T.C. 623 (1943) (convicted burglar). In J. William Schultze, 18 B.T.A. 
444 (1929) the Board of Tax Appeals decided that a showing taxpayer was an admitted 
bootlegger and filed delinquent returns for other years was not sufficient to prove him 
guilty of income tax fraud. 

49 In the following cases no fraud penalty was imposed although the facts concerning 
the taxpayer which the opinions emphasize do not help much in reaching such a con- 
clusion: Griffiths v. Comm’r, 50 F. (2d) 782 (C.C.A. 7th, 1931) (very old man with no 
knowledge of bookkeeping department of his business) ; Delone v. Comm’r, 100 F. (2d) 
507 (C.C.A. 3d, 1938) (elderly attorney) ; John E. Hoover, 45 P-H T.C. Mem. Serv. 
7 45,193 (June 8, 1945) (lawyer and retired government employee). In several cases 
where the fraud penalty was sustained the comments in the opinions seem intended to 
show that the taxpayer’s experience and knowledge of the tax law were such that he 
should have known better than to make the errors found in his return: J. S. McDonnell, 
6 B.T.A. 685 (1927) (business man of advanced years yet active and aggressive) ; Charles 
F. Long, 12 B.T.A. 488 (1928) (middle-aged business man) ; Louis Ginsburg, 13 B.T.A. 
417 (1928), appeal dismissed C.C.A. 6th, Nov. 7, 1930 (intelligent business man) ; Leonard 
B. Willits, 36 B.T.A. 294 (1937) (internal revenue agent); Paul Plunkett & Co., 42 
B.T.A. 464 (1940) (taxpayer occasionally advised others on income tax questions) ; Louis 
Halle, 7 T.C. No. 31 (1946) (taxpayer was experienced lawyer and business man). And 
in White v. United States, 20 F. Supp. 623 (D.C. Ky. 1937) the Court noted that tax- 
payer was a successful physician with an excellent reputation for honesty and integrity 
but nevertheless sanctioned the fraud penalty. 

501 WicMmore, Evipence (3d ed. 1940) 452, § 56. 

51 Drawoh, Inc., 28 B.T.A. 666 (1933), appeal dismissed 74 F. (2d) 1012 (C.C.A. 
7th, 1935). 

52 13 B.T.A. 417 (1928), appeal dismissed C.C.A. 6th, Nov. 7, 1930. 
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counsel in preparing his return, although it also appeared that his attorney 
advised him on a question other than the one raised by the Commissioner, 
that taxpayer was an intelligent business man who should have known the 
receipts in issue were taxable income, and that the return was false in 
failing to disclose an important transaction. Each of these points in itself 
might not have been sufficient to sustain the fraud penalty but collectively 
they furnished a basis for the conclusion of the Board of Tax Appeals 
that the taxpayer was guilty of income tax fraud. 


BANK ACCOUNTS AND OTHER EvIDENCE SHOWING TRACES OF INCOME 


Unlike cases in which the taxpayer has claimed improper deductions 
there is usually no clue in the return to arouse the suspicions of the examin- 
ing agent where the taxpayer has failed to report income. Therefore, the 
government representatives must depend upon leads obtained elsewhere 
such as bank reports of large currency users,** unusual expenditures by the 
taxpayer and members of his family for luxury items, gambling and the 
like, investments out of proportion to taxpayer’s reported income, and 
tips from individuals familiar with taxpayer’s activities.“* These leads in 
turn must be followed up by an examination of taxpayer’s bank accounts, 
safety deposit box records, brokerage accounts, and similar material show- 
ing traces of income in taxpayer’s hands. Furthermore, even the most 
thorough investigation may never uncover direct proof that taxpayer re- 
ceived income but only circumstantial evidence showing traces of taxable 
income. For example, suppose the investigation discloses the deposit of a 
$2,000 check in taxpayer’s bank account, which check cannot be traced 
to any item of income reported by taxpayer in his return. The $2,000 
may be the proceeds of a black market sale purposely omitted from tax- 
payer’s return or it may be a check which taxpayer cashed out of his 


58 Reports are required of all banks, building and loan associations, securities and 
commodities brokers, currency exchanges, and check cashing institutions concerning all 
currency transactions “in amounts or denominations which, in the judgment of the financial 
institutions, exceed those commensurate with the legitimate and customary conduct of the 
business, industry, or profession of the person or organization concerned.” P.S. 46-37 
(May 31, 1945). 

54 Pursuant to § 3792 the Commissioner of Internal Revenue with the approval of the 
Secretary of the Treasury has offered for information leading to the detection and 
punishment of persons guilty of violating the internal revenue laws such reward as the 
Commissioner with the approval of the Secretary shall deem suitable, but in no case 
exceeding 10 per centum of the net amount of taxes, penalties, fines and forfeitures which, 
by reason of said information, shall be paid irrecoverably to the United States through 
suit or otherwise. T.D. 5379, 44 Cum. Butt. 479. During the fiscal year ended June 
30, 1946, tax informers aided in the collection of a little more than $1,000,000 and for their 
part received about $55,000 according to a dispatch in the New York Times on August 
14, 1946. 
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pocket for a friend. In the first case the fraud penalty is clearly applicable 
but the second case is an innocent transaction without income tax con- 
sequences. It is at this point, however, that the problems of the govern- 
ment agents in proving income tax fraud end and the problems of the 
taxpayer begin. Although the burden of proof in fraud cases is on the 
Commissioner,”* after the Commissioner has shown that taxpayer actually 
deposited the $2,000 check in his bank account, the taxpayer in order to 
clear himself must in most cases explain the circumstances connected with 
the deposit that make the fraud penalty inapplicable.” 


55 In criminal prosecutions for a willful attempt to evade or defeat the tax the guilt of 
the defendant must be established beyond a reasonable doubt as in other criminal cases. 
United States v. Murdock, 290 U.S. 389 (1933). In civil cases involving the 50 per 
centum penalty the burden of proof is also on the government, § 1112, it being frequently 
stated that the Commissioner must establish intent to evade tax by a preponderance of the 
evidence which must be clear and convincing. Frank A. Maddas, 40 B.T.A. 572 (1939), 
aff'd 114 F. (2d) 548 (C.C.A. 3d, 1940) ; Drawoh, Inc., 28 B.T.A. 666 (1933), appeal 
dismissed 74 F. (2d) 1012 (C.C.A. 7th, 1935); A. W. Mellon, 36 B.T.A. 977 (1937) ; 
Henry S. Kerbaugh, 29 B.T.A. 1014 (1934), aff'd 74 F. (2d) 749 (C.C.A. Ist, 1935) ; 
Max Manischewitz, 39 P-H B.T.A. Mem. Serv. 39,177 (April 25, 1939) ; T. L. Morris, 
42 P-H B.T.A. Mem. Serv. {[ 42,231 (April 22, 1942) ; Walter J. Cutcliffe, 46 P-H T.C. 
Mem. Serv. {46,184 (July 31, 1946). Thus the burden of proof in a civil income tax 
fraud case is less than the proof beyond a reasonable doubt required in criminal cases 
but more than the proof by a preponderance of the evidence required in ordinary civil 
litigation. Failure of the Commissioner to offer evidence in support of the fraud charge 
may result in the issue being decided in favor of the taxpayer. Kastel v. Comm’r, 136 F. 
(2d) 530 (C.C.A. 5th, 1943); T. J. Rogers, 15 B.T.A. 638 (1929), appeal dismissed 
41 F. (2d) 1012 (C.C.A. 6th, 1930). However, once the Commissioner has sustained the 
burden of proving taxpayer’s return to be false with intent to evade tax, the burden of 
proving error in the amount of the deficiency determined by the Commissioner is on the 
taxpayer. Alexander Davidson, 43 B.T.A. 342 (1941) ; Leonard B. Willits, 36 B.T.A. 294 
(1937) ; John Kehoe, 34 B.T.A. 59 (1936), rev’d 105 F. (2d) 552 (C.C.A. 3d, 1939), 
rev'd 309 U.S. 277 (1940) ; Walter J. Cutcliffe, 46 P-H T.C. Mem. Serv. {[ 46,184 (July 
31, 1946). 

56 Russell C. Mauch, 35 B.T.A. 617 (1937), aff’d 113 F. (2d) 555 (C.C.A. 3d, 1940) 
(fraud penalty approved where only argument of taxpayer attorney was that explanation 
of his bank deposits would require disclosure of confidential attorney-client information) ; 
Hoefle v. Comm’r, 114 F. (2d) 713 (C.C.A. 6th, 1940) (taxpayer reported gross income 
of only $92,886.61 although records of brokers concerning his trading account showed net 
profits in excess of $150,000) ; Frank A. Maddas, 40 B.T.A. 572 (1939), aff’d 114 F. (2d) 
548 (C.C.A. 3d, 1940) (bank accounts used to corroborate testimony concerning receipts 
from illegal beer business) ; Pincus Brecher, 27 B.T.A. 1108 (1933) (taxpayer failed to 
substantiate his contention that bank deposits represented loans and repayments) ; Joseph 
Carroro, 29 B.T.A. 646 (1933) (taxpayer unsuccessful in explaining substantial bank 
deposits) ; Leonard B. Willits, 36 B.T.A. 294 (1937) (payments for services rendered by 
taxpayer were deposited in bank account in name of his mother-in-law) ; Joseph Calafato, 
42 B.T.A. 881 (1940), aff'd per curiam 124 F. (2d) 187 (C.C.A. 3d, 1941) (taxpayer 
submitted no evidence); Arthur M. Slavin, 43 B.T.A. 1100 (1941), appeal dismissed 
129 F. (2d) 325 (C.C.A. 8th, 1942) (income of taxpayer from gambling and operation 
of gambling house determined by reference to purchase and use of cashier’s checks and 
by reference to deposits in bank accounts) ; Louis Halle, 7 T.C. No. 31 (1946) (Com- 
missioner’s determination that gross income from business was understated upheld since 
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The first method by which a taxpayer may avoid the inferences to be 
drawn from unreported bank deposits and similar evidence is to deny any 
connection with the account. When the transactions have been carried out 
in taxpayer’s name, this is difficult to prove,*’ but in the case of joint bank 
accounts or brokerage accounts used by taxpayer and others, it is oc- 
casionally possible to demonstrate that the alleged income could not have 
been that of taxpayer because the account was not his or was his only in 
part. 


it was based upon bank accounts and brokerage accounts); Wiley D. Spencer, 40 P-H 
B.T.A. Mem. Serv. { 40,497 (Oct. 3, 1940) (Commissioner determined taxpayer’s income 
from bank records of his deposits and of cashiers’ checks purchased by him); Est. of 
Thomas J. Paradise, 42 P-H B.T.A. Mem. Serv. J 42,531 (Sept. 28, 1942) (bank deposits 
of $971,450.43 evidence that income was received from bootlegging in 1928 but tax defi- 
ciency was based on reconstructed books of various plants in which taxpayer had an 
interest) ; Kenneth P. Steinreich, 43 P-H T.C. Mem. Serv. $43,538 (Dec. 31, 1943) 
(large deposits in taxpayer’s bank and brokerage accounts were not reported as income 
and could not be accounted for as gifts or return of capital) ; William H. Malone, 45 P-H 
T.C. Mem. Serv. {45,373 (Dec. 17, 1945), on appeal to C.C.A. 7th (in years 1926-32 
taxpayer made large currency deposits which he did not report for income tax purposes; 
he claimed that in 1920 he had been given over $700,000 in currency for political activities 
and that the currency deposits in the later years were the result of withdrawals of such 
currency from safety deposit boxes; explanation of taxpayer rejected as untrue) ; 
Benjamin Welansky, 46 P-H T.C. Mem. Dec. Serv. {| 46,183 (taxpayer failed to explain 
deposits of receipts from distribution of films, salary and other items of income). A 
frequently quoted statement is that of the Board of Tax Appeals in M. Rea Gano, 19 
B.T.A. 518, 533 (1930): “A failure to report for taxation income unquestionably received, 
such action being predicated on a patently lame and untenable excuse, would seem to 
permit of no difference of opinion. It evidences a fraudulent purpose.” The purpose for 
which the funds were withdrawn from the account may also be material. Robert Burd, 
19 B.T.A. 734 (1930) ; Leonard B. Willits, 36 B.T.A. 294 (1937). 

Bank accounts and similar evidence have also been used in criminal proceedings. Oliver 
v. United States, 54 F. (2d) 48 (C.C.A. 7th, 1932), cert. denied 285 U.S. 543 (1932) 
(taxpayer unsuccessful in showing that substantial amount of $450,000 passing through 
his bank accounts in three year period was not money received as his own and hence 
income) ; Chadick v. United States, 77 F. (2d) 961 (C.C.A. 5th, 1935), cert. denied 296 
U.S. 609 (1935) (bank records supported by testimony of witnesses and admission of 
defendant) ; Gleckman v. United States, 80 F. (2d) 394 (C.C.A. 8th, 1935), cert. denied 
297 U.S. 709 (1936) (bank deposits important evidence of income from illegal business 
not included in return). 

57 E. C. Humphreys, 9 B.T.A. 656 (1927) (taxpayer successfully asserted that checks 
drawn in his name were in fact corporate obligations to third parties with the result that 
taxpayer acted merely as a conduit and paid the money over to the proper persons) ; 
Harry F. Canelo, 41 B.T.A. 713 (1940), appeal dismissed C.C.A. 9th, Jan. 28, 1941 (tax- 
payer unsuccessfully claimed dividends and gains in brokerage account under his name 
belonged to beneficiaries of a trust for whom he had filed individual returns) ; Kenneth P. 
Steinreich, 43 P-H T.C. Mem. Serv. ] 43,538 (Dec. 31, 1943) (taxpayer affiliated with 
an illegal beer business unsuccessfully claimed that bank accounts and brokerage accounts 
in his name belonged to his boss). See also Murray Humphreys, 42 B.T.A. 857 (1940), 
aff'd 125 F. (2d) 340 (C.C.A. 7th, 1942) in which bank account in name of another was 
found to belong to taxpayer and John Kehoe, 34 B.T.A. 59 (1936), rev'd 105 F. (2d) 552 
(C.C.A. 3d, 1939), rev’d 309 U.S. 277 (1940) in which taxpayer tried to avoid tax and 
penalty on receipts of illegal brewery by denying any connection with that business. 
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If the evidence of income is undeniably connected with taxpayer, such 
as a bank account in his name in which he alone made deposits and with- 
drawals, another way to approach the problem is to trace these evidences 
of income to the actual transactions, which may or may not have resulted 
in income to taxpayer. For example, if taxpayer deposits $1,329.65 in his 
bank account regularly each month and his salary after allowance of de- 
ductions for social security, withholding taxes and the like is $1,329,65 a 
month, it is a fair inference that such deposits are salary; it is the receipt 
of the salary, not its deposit in the bank, that is the taxable event. Like- 
wise if taxpayer deposits a $10,000 check in his bank account and it is 
established that on the preceding day a friend repaid a loan of $10,000 by 
means of a check payable to taxpayer, the connection between the two 
events indicates that the $10,000 deposit does not represent income of 
the taxpayer. Even after the traces of income relied upon by the Com- 
missioner have been matched with the taxable events themselves, however, 
further analysis is necessary. Merely showing that the deposit of 
$1,329.65 is salary does not disprove the intent to evade tax; it is also 
necessary to show that the $1,329.65 was included in taxpayer’s return. 
One way to explain bank deposits satisfactorily is to trace each item and 
show either that it does not represent taxable income ** or that it was 
reported as income in his return. Frequently the amount listed in the 
return is the total of several payments as in the case of the monthly salary 
which is shown on the return on an annual basis. Also the bank account 
item being traced may be the sum of two or more items in the return such 
as the proceeds from the sale of two or more kinds of stock disposed of 
at the same time. It is obvious that tracing the evidences of income speci- 
fied by the Commissioner in his deficiency notice to the taxable events and 


58 A deposit made with money withdrawn by taxpayer from another of his bank accounts 
is not taxable income. D. C. Clarke, 22 B.T.A. 314 (1931) ; Axel Holstrom, 35 B.T.A. 
1092 (1937), appeal dismissed 94 F. (2d) 747 (C.C.A. 3d, 1937). And it has recently 
been held that the part of taxpayer’s receipts from slot machines turned over to the lodge 
on whose premises the machines were located or to state organization of lodge are not 
income of taxpayer. Horace Mill, 5 T.C. 691 (1945); Harold R. Horn, 45 P-H T.C. 
Mem. Serv. {[ 45,367 (Dec. 12, 1945). 

With respect to what constitutes a gift see Comm’r v. Wemyss, 324 U.S. 303 (1945) 
and Merrill v. Fahs, 324 U.S. 308 (1945). This explanation is particularly effective if 
the bank deposit can be traced to a transfer within the family because of the presumption 
in favor of a gift in such transactions. J. Edgar Davidson, 26 B.T.A. 754 (1932) ; Walter 
F. Henningsen, 30 B.T.A. 301 (1934) ; Edward H. Heller, 41 B.T.A. 1020 (1940). How- 
ever, if the transfer in question is a gift, a gift tax may be due (§ 1000) as well as a 
penalty for failure to file a gift tax return (§1018) and a possible fraud penalty for 
attempting to evade gift tax (§ 1019(b)). In James Thomas, 42 P-H B.T.A. Mem. Serv. 
42,306 (May 28, 1942), aff'd 135 F. (2d) 378 (C.C.A. 5th, 1943) taxpayer was un- 
successful in claiming $25,000 received from corporation was a gift rather than income 
but no fraud penalty was imposed. 
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then showing that no additional tax is due thereon is a tedious and difficult 
process, particularly if taxpayer’s records are inadequate. Yet it is one 
of the most persuasive methods a taxpayer can use in showing that he is 
not guilty of income tax fraud. 

Many times it is impossible for a taxpayer several years after the events 
to trace bank deposits back to certain transactions in which he received 
the money ; this is particularly true if the bank deposits in question consist 
of currency instead of checks. However, it may still be possible for the 
taxpayer to show that between the time of his last trip to the bank and 
the date of the deposit he is seeking to explain he had available sufficient 
money from sources that can not be questioned to account for this par- 
ticular deposit. Suppose, for example, that in connection with a deposit 
of $400 currency on July 15 taxpayer is able to show that he last went to 
the bank on June 8 and that between June 8 and July 15 he received and 
paid income tax on five weekly salary checks of $150 each and a semi- 
annual bonus of $500 in addition to a non-taxable repayment of a loan in 
the amount of $100. Taxpayer thus had $1,350 available from legitimate 
sources during the six week period from which he could have taken the 
$400 currency deposited on July 15. Although such evidence does not 
prove conclusively that the $400 was not income to the taxpayer, it is suf- 
ficient to raise a reasonable doubt on the point.*® Since a bank deposit is 
not taxable income but only a trace of income, the doubt thus injected 
may be sufficient to avoid the fraud penalty claimed by the Commissioner. 

Another method which a taxpayer may use to prove that all of his in- 
come was included in his return involves the careful preparation of net 
worth statements. The object of these statements is to show that the in- 
crease in taxpayer’s net worth in each year in question was no greater 
than the income shown by his tax return or otherwise satisfactorily ex- 
plained. They are also a convenient means of summarizing for purposes 
of analysis and discussion all of taxpayer’s activities and their income tax 
consequences for each year in question. The first step, and often the most 
difficult one, in the preparation of such statements is to locate an accurate 
and complete list of the taxpayer’s assets and liabilities on a date prior 
to the earliest year for which the Commissioner has asserted a fraud 
penalty. Thereafter for each year under consideration it is possible to 


59 A doubt may also be raised in a similar manner in connection with a joint bank 
account by showing the other person named in the account designation had funds available 
from which he could have made the deposit. 

60 In Samuel D. Ostrow, 12 B.T.A. 870 (1928) the Commissioner determined deficiencies 
for the years 1919 to i922 aggregating $133,180.52 plus $66,590.27 in fraud penalties. 
Taxpayer proved that he had accumulated and invested in whiskey certificates prior to 
1919 over $367,500. These were not included in the 1918 net worth statement but were 
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show how these assets and liabilities increased or decreased by reconstruct- 
ing all of taxpayer’s transactions from the evidence that is presently avail- 
able. The increase or decrease in taxpayer’s net worth for a given year is 
the difference between his assets less liabilities at the beginning of the year 
and his assets less liabilities at the end of the year. In addition, this figure 
representing the change in taxpayer’s net worth during the year must be 
increased by the amount spent by taxpayer during the year for living 
expenses and all similar items including gifts to other persons, since these 
expenditures decrease taxpayer’s net worth and are not deductible on his 
income tax return. The figure thus obtained must then be compared with 
the permissible increase in net worth as shown by the income tax return 
for the year. The sum of taxpayer’s ordinary income according to the 
return and his gain or loss from the sale of capital assets less the allowable 
deductions gives the permissible increase in net worth. This figure must 
also be adjusted for gifts received by the taxpayer during the year and 
similar items on which he is not required to pay income tax. If the tax- 
payer has made out his income tax return correctly, the net worth figure 
for the year should approximate the permissible increase in net worth after 
both figures have been adjusted properly. The persuasiveness of evidence 
such as the net worth statements depends in a large measure, of course, on 
the accuracy with which they have been prepared and the care used in 
analyzing the net worth statements and the returns. At best the net worth 
statements are only circumstantial evidence disproving the claim of the 
Commissioner that certain bank deposits or other traces of income should 
be taxed as unreported income of the taxpayer. Since they are constructed 
a year or more after the events they summarize, it is possible for them to 
be inaccurate to a considerable extent no matter how conscientiously they 
are prepared. But the bank deposits relied upon in many cases by the 
Commissioner are not income but only traces of income; frequently, 
therefore, the problem centers around a comparison of all circumstantial 
evidence, including net worth statements, which the taxpayer and the 
Commissioner are able to produce.” 


included in the 1922 net worth statement. “The misconception of the respondent (Com- 
missioner) arose from the fact that the net worth statement of 1918 related to the liquor 
business and did not reflect the large personal investment in whiskey certificates, while 
the personal statement of 1922, after disposition of the certificates and conversion into 
other property, did reflect this accumulation.” 

61In Manasse Karger, 38 B.T.A. 209 (1938), appeal dismissed C.C.A. Sth, May 15, 
1939, the Commissioner arrived at taxpayer’s income by means of increases in his net 
worth. The Board of Tax Appeals stated: “This method may not reflect income exactly ; 
but it seems to do so with sufficient accuracy to warrant its use here, since no records 
were kept from which income could be more exactly determined.” And in Kenney v. 
Comm’r, 111 F. (2d) 374 (C.C.A. 5th, 1940) the Court wrote at p. 375: “The commis- 
sioner and the board determined his gross income by ascertaining the annual increase in 











472 TAX LAW REVIEW [Vol. 2: 


Finally, if taxpayer and his attorneys and accountants make a thorough 
search for all evidence of transactions during the period in question, it 
frequently happens that they run across additional deductions or other 
adjustments in taxpayer’s favor. Since the 50 per centum fraud penalty 
is based upon the amount of the deficiency, such additional items serve to 
reduce the amount of tax and penalty for which taxpayer is liable.” Also, 
even if there is no way of avoiding additional income tax and penalty on 
a given item, it may be that another taxpayer is entitled to a refund as 
the result of the Commissioner’s determination. 


CRIMINAL INCOME TAX FRAUD 


There remains for consideration the question whether the statute mak- 
ing a “willful attempt in any manner to evade or defeat tax” a felony “* 
establishes a different standard for criminal income tax fraud than the 
section of the Code imposing the 50 per centum penalty “if any part of 
the deficiency is due to fraud with intent to evade tax.” * The construc- 
tion of the word “willfully” was involved in United States v. Murdock * 
in which the taxpayer was accused of willfully failing to supply informa- 
tion relating to his income. In its opinion the Supreme Court stated that 
“willfully” often denotes an act which is intentional, or knowing, or 
voluntary, as distinguished from accidental but that when it is used in a 
criminal statute, it generally means an act done with bad purpose, without 


his net worth for each year and adding thereto personal expenditures not reflected in that 
increase. The courts have approved that method of ascertaining income.” 

Net worth statements formed a part of the government’s case in George O’Dwyer, 
38 P-H B.T.A. Mem. Serv. 38,267 (July 28, 1938) and in William H. Malone, 45 P-H 
T.C. Mem. Serv. 45,373 (Dec. 17, 1945), on appeal to C.C.A. 7th. In Gleckman v. 
United States, 80 F. (2d) 394 (C.C.A. 8th, 1935), cert. denied 297 U.S. 709 (1936) in- 
volving a criminal prosecution for income tax fraud net worth statements were used by 
the government to corroborate its case based upon bank deposits. 

62In Summerill Tubing Co., 36 B.T.A. 347 (1937) the corporate tax return was 
fraudulent because ficitious purchases of $76,939.63 were deducted, but taxpayer was 
also entitled to a deduction in the same amount because its president embezzled the funds ; 
thus there was no basis for the computation of a fraud penalty. In such cases the taxpayer 
could conceivably be prosecuted under § 145(c)for making a false return, however. The 
same principle is followed in criminal cases, the government being required to prove that 
income tax is due for the years in question over and above the amount shown by the 
return. Gleckman v. United States, 80 F. (2d) 394 (C.C.A. 8th, 1935), cert. denied 
297 U.S. 709 (1936). 

68 Under § 3801 it is possible in certain circumstances to obtain an adjustment for 
specified related taxpayers (husband and wife; grantor and fiduciary; grantor and bene- 
ficiary; fiduciary and beneficiary, legatee, or heir; decedent and decedent’s estate; or 
partner) even though the statute of limitations has run. 

64§ 145(b). 

65 § 293(b). 

66 290 U.S. 389 (1933). 
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justifiable excuse, stubbornly, obstinately, perversely. From these state- 
ments it might be inferred that the word “willful” in the criminal income 
tax fraud statute requires a different state of mind than a mere intent to 
evade tax sufficient to satisfy the civil income tax fraud section. Likewise 
in Spies v. United States *" which dealt with the meaning of the word 
“attempt” in a criminal statute, Mr. Justice Jackson concluded in his 
opinion that a willful attempt required some affirmative action on the 
part of the taxpayer, although his illustrations of such attempts included 
any conduct the likely effect of which would be to mislead or conceal. If 
the requirements of a willful attempt be thus minimized, it might be 
argued that mere failure to include taxable income in the return, when 
accompanied by the state of mind called for by the word “willful” in the 
statute, is sufficient to constitute criminal income tax fraud, and con- 
sequently the word “attempt” in the criminal statute adds nothing that is 
not found in the civil statute requiring a deficiency due at least in part to 
fraud with intent to evade tax, since omission of income from the return 
will create a deficiency. In any event it seems clear that the difference in 
the nature of the offense described in the two statutes is so slight that a 
taxpayer could only theoretically violate one and not the other.** Certainly 
all of the kinds of evidence discussed above are relevant in connection with 
both offenses, although evidence of the taxpayer’s character is probably 
more pertinent in criminal cases. Nevertheless, the fifty per centum civil 
penalty is frequently imposed on taxpayers who could not be convicted of 
criminal income tax fraud because of the stricter burden of proof on the 
government in the latter case.® Also the government’s policy at present 
is to prosecute criminally only when a conviction is practically certain °° 
with the result that many taxpayers pay the fifty per centum penalty im- 
posed by section 293(b) of the Code without being involved in criminal 
proceedings under section 145(b). 


87 317 U.S. 492 (1943). 

68 In neither type of case does the government have to prove the correct amount of tax 
but only that the tax paid with the return was less than the tax actually due. In criminal 
cases it is sufficient if the government establishes that the taxpayer failed to report income, 
United States v. Johnson, 319 U.S. 503, 517 (1943), and in civil cases once the Commis- 
sioner has shown the return was false with intent to evade tax, the burden of proving 
error in the deficiency alleged by the Commissioner is on the taxpayer. See note 55 supra. 

69 The government’s burden of proof is discussed above in note 55. 

70 According to the Annual Report of the Commissioner of Internal Revenue for the 
Fiscal Year Ended June 30, 1945, page 50, during the year 70 individuals were tried for 
tax evasion and 65 of them were convicted. 
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Dissents and Concurrences 


The Clifford Regulations—A Reply to Mr. Eisenstein. In view of the 
length of Mr. Eisenstein’s paper I should normally have preferred to postpone 
any reply until the next issue of this Review. But since he has charged me with 
mistakes and misstatements, I propose here to discuss such of the alleged 
mistakes and misstatements as the space available in this issue permits and 
to leave other aspects of his paper for further consideration. 

Mr. Eisenstein accuses me of a “mis-citation”* in connection with the 
reference to Frank E. Wolcott,? which I used as an illustration that the Board 
of Tax Appeals regarded 9 years as a long term in contrast to the regulations 
under which any period up to 15 years is considered “a relatively short term.” 
In the Wolcott case the grantor created four trusts which had terms of 9, 11, 
18 and 22 years, respectively, since the corpora were to be paid back to the 
grantor, if living, when each of the respective beneficiaries, who were his four 
children, attained age 25. Mr. Eisenstein thinks this is not within the meaning 
of the regulations a reversionary interest in the grantor which “will or may 
reasonably be expected to take effect” within 10 or 15 years, as the case may 
be, but that it is a conditional reverter involving a contingency (survival) 
which, even in the case of the 9 year trust, is substantial ; and that, therefore, 
no tax would be imposed upon the grantor under Subsection (c) of the new 
regulations. From the facts given in the Wolcott case it appears that the 
grantor’s life expectancy was almost certainly many years longer than, and 
quite possibly even three times as long as, 9 years at the time when he created 
the trusts.* Hence, I remain of the opinion that the case was properly cited in 
connection with the new regulations when-seeking to ascertain judicial 
opinion as to what constitutes a short term trust. On the basis of the quotation 
of a single sentence of the Wolcott opinion made for the purpose of testing the 
validity of one of the “single factors” on which the new regulations are 
largely constructed, Mr. Eisenstein seeks to convey the impression that I 
approve that decision.* Under all the facts and circumstances of the Wolcott 
case,® it has always been difficult for me to understand the Board’s conclusions 


1 Eisenstein, The Clifford Regulations and the Heavenly City of Legislative Intention 
(1947) 2 Tax L. Rev. at 348, n. 115 (hereinafter referred to for convenience as Heavenly 
City). 

2 42 B.T.A. 1151 (1940). 

8 In 1928 when the trusts were created the grantor’s oldest child was 16 and the young- 
est 3. Hence they were born in 1912 and 1925, respectively. Mr. Wolcott's life expectancy 
would have been 27 years plus in 1928 if he was 24 years old when his eldest son was born 
and 37 when the youngest first saw the light of day. Even if we assume that he was 44 
when he first became a father, he would have been only 60 in 1928 with a life expectancy 
more than 50% longer than 9 years. See Actuaries’ or Combined Experience Table of 
Mortality, CLevenGcer’s ANNUAL Practice oF New York (1946 ed.) p. 22-30. 

* Heavenly City at 348, n. 115, last sentence. 

5 These facts are detailed in Pavenstedt, The Broadened Scope of Section 22(a): The 
Evolution of the Clifford Doctrine (1941) 51 Yate L. J. 213, 232, notes 102 and 104. 


476 














DISSENTS AND CONCURRENCES 477 


that the Clifford rule was inapplicable ; but it is even more difficult for me to 
understand the Commissioner’s acquiescence therein.® 

Mr. Eisenstein challenges my use of the word “repeatedly” which, as he 
points out, appears on the opening page of my article.’ He fails to refer, how- 
ever, to the almost immediately following words “as shown in detail herein- 
after” which point the way to a detailed explanation * showing that the word 
was used to indicate that Congress has at various times refused to enact 
more than one proposal advanced by the Treasury, which at various times 
made recommendations involving short term trusts and the treatment of 
married couples as a unit. He imputes to me a statement which I did not 
make, namely, that Congress has on more than one occasion refused to enact 
the Treasury recommendation on short term trusts. 

Such additional charges of alleged misstatements or mistakes or the crea- 
tion of erroneous impressions as I have been able to find in diligently combing 
Mr. Eisenstein’s text and footnotes ® seem less weighty than those analyzed 
above. Both for this reason and because of limitation of space, they should be 
taken up in a more detailed reply. In that paper I should also discuss a 
number of statements made by Mr. Eisenstein which seem not wholly accurate 
and, in some instances, even misleading. At this point it will suffice to refer 
to his assertion that “time and again” I return to my theme of “odious” ad- 
ministrative legislation. This adjective seems to exercise a strange fascina- 
tion; it is referred to at least four times in Mr. Ejisenstein’s text. In a foot- 
note ?° he seeks to convey the impression that I used it at least twice. The 
fact is that it appears only once in my article and then on the concluding page 
where I observed, “If, as Mr. Justice McReynolds once said, ‘Judicial legisla- 
tion is a hateful thing,’ surely administrative legislation is even more odious.” 

The bulk of Mr. Eisenstein’s criticism is bottomed upon a comparison be- 
tween an article concerning the Clifford case which I wrote some five years 
ago '! and the present article which seeks to determine whether the Treasury’s 
new regulations are a fair summary of judicial decisions applying the Clifford 
principle from 1940 on.** In the first article I reviewed decisions, examined 
certain dicta of the Supreme Court which seemed relevant and ventured some 
predictions. The present article seeks to evaluate the regulations on the basis 
of the case law as it has now developed, not on the basis of the extent to which 
the regulations conform to my earlier surmises and predictions. I do not think 
that any reasonable Treasury official would consider the latter a sufficient 
justification for the regulations. Whether or not such surmises and predic- 
tions have come true, and whether or not I may have had occasion, based on 


6 41-1 Cum. But. 11. 

7 Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule (1946) 
2 Tax L. Rev. 7. 

8 Jd. pp. 30-31. 

® Heavenly City, notes 205, 218, 262, 287. 

10 Jd. n. 7. 

11 Supra, n. 5. 

12 Supra, n. 7. 
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experience, to reappraise the “realities” in the trust field are equally beside the 
point ** when inquiring whether the new regulations represent a fair summary 
of the law as it has in fact developed and whether they may be expected to 
diminish or to increase litigation. 

The conclusions I have reached with respect to these two questions could 
in Mr. Eistenstein’s view have emanated only from a person afflicted with a 
pathological aversion to Treasury regulations. In this connection it may be 
noted that in a very recent article also appraising the new regulations ** another 
writer has found that they transcend the bounds of judicial sanction in numer- 
ous instances.** He concludes that they are “so far out of focus with judicial 
interpretation that further litigation with piecemeal adjudications is in- 
evitable,” and that “What T.D. 5488 patently demonstrates is the urgent need 
of similar [Congressional] action on the Clifford decision.” * 

—Epmunp W. PAvENSTEDT 


TAX LAW REVIEW 





13 Mr. Eisenstein refers rather scathingly to the fact that the period separating my two 
articles is less than the five-year term in the Clifford case. That is accurate; it is one 
month less. But he is not always so strict with those who venture to write on tax subjects. 
In a very recent review of a new edition of a casebook first published in 1940 he says: 
“But tax law is notoriously unkind to books and articles which dare to appraise its sins 
and virtues. It hastens rapidly onward—at times one knows not where—while tired authors 
and stale speculations are stranded far behind.” 60 Harv. L. Rev. 157 (November, 1946). 

14 Lynch, The Treasury Interprets the Clifford Case (November, 1946) 15 ForpHam 
L. Rev. 161. 

15 Jd. at 170, 172(2), 176, 177, 180-181, 181; see also 184, 185, 187. 

16 Jd. at 190. 

















Notes 


“Estate Tax Convention between Great Britain and the United States. 
The Estate Tax Convention with Great Britain,’ signed on April 16, 1945,? 
is the second treaty concluded by the United States in an effort to overcome 
international double death-taxation.’ In its general principles, it is similar to 
its predecessor, the Death Tax Convention of June 8, 1944 with Canada.‘ 

The taxes which are the subject of the convention are the Federal estate 
taxes imposed by the United States and the estate duties imposed by Great 
Britain and Northern Ireland.* The treaty does not extend to estate or in- 
heritance taxes imposed by the States of the United States, nor to British 
legacy and succession duties.® 


SUMMARY OF THE Major TREATY PRovISIONS 


The convention does not modify the existing rules of jurisdiction in the 
American and British systems of death taxation. The entire estates of United 
States citizens and of resident aliens remain subject to United States estate 
tax. Similarly, the entire estates of decedents domiciled in the United King- 
dom remain subject to United Kingdom estate duty. In both instances, real 
property situated outside the taxing jurisdiction is excluded from tax. 

In the case of nonresident aliens in the United States or individuals not 
domiciled in the United Kingdom regardless of nationality, only decedent’s 


1The designations Great Britain, United Kingdom, British and English are used 
interchangeably. ; 

2S, Executive E, 79th Cong., Ist Sess. 

8 Formal instruments of ratification were exchanged on July 25, 1946, whereupon the 
treaty became operative. State Dept. RELEASE No. 509, July 25, 1946. 

4S. Executive G, 78th Cong., 2d Sess. 

5 Articles I and IX. All cited Articles are articles of the Estate Tax Convention with 
Great Britain unless otherwise indicated. 

6“The imposition and collection of inheritance taxes by the States of the Union are 
not restricted by the convention. From the standpoint of the United States it was con- 
sidered inadvisable to restrict the States of the Union in this respect to the extent required 
had such taxes been brought within the scope of the agreement. British legacy and 
succession duties, which are of comparatively minor importance in the British death-duty 
system, are not within the purview of the Convention. The British legacy and succession 
duties, with few exceptions, do not apply to estates of descedents domiciled in the United 
States.” Technical Memorandum of the Treasury Department on the Convention attached 
to the Senate Foreign Relations Committee Report, Exec. Rep. No. 7, 79th Cong., Ist 
Sess. and reprinted in Exec. Rep. No. 5, 79th Cong., 2d Sess., Article I. Legacy duty is 
only payable on the personal estate of decedents domiciled in Great Britain. If a testator 
is not domiciled in Great Britain, not even his personal estate situated in Great Britain is 
subjected to legacy duty. DymMonp, DeatH Duties (8th ed. 1937) at 259. Succession duty 
is restricted to immovable property situated in Great Britain and to settled movable 
property where the forum of the settlement is in Great Britain. Id. at 346-347. “Property, 
is said to be settled, under English law, when it is limited to or in trust for persons by 
way of succession.” Jd. at 11. Fin. Act 1894, §22(1)(h) and (i). 
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property situated within the respective countries is taxed. As a general 
principle this jurisdictional rule also remains unchanged; but the convention 
effects changes in application of the principle. 

Previously the determination of situs was governed by conflicting rules ‘in 
the two countries. The convention adopts uniform situs rules for the estates 
of all decedents domiciled in either the United States or the United Kingdom. 
Thereby, conflicts in jurisdiction based on situs are greatly reduced though 
not eliminated. Under the new rules, debts and insurance proceeds are 
deemed to be situated in the country of decedent’s domicile. Since domicile 
is to be determined under the laws of the respective countries, conflicts still 
might result in instances in which both countries claim decedent as domi- 
ciliary. As will later be indicated, the possibility of such conflicts is recognized 
by the convention. 

Perhaps the most important changes with respect to situs are in the rules 
relating to debts in general including bonds, and to shares of stock. Debts, 
secured or unsecured, are assigned a situs at decedent’s domicile. This rule 
applies also to corporate bonds which, under the existing United States rule, 
were deemed to be situated where the bond certificates were located. Shares 
of corporate stock are assigned a situs where the issuing corporation was 
created or organized. This is a rule of long standing under the Internal 
Revenue Code with respect to stock in a domestic corporation. However, it 
abrogates another United States rule that stock in a foreign corporation is 
regarded as situated in the United States if the stock certificates are physically 
present here. The new rule also replaces a complex system of United Kingdom 
rules relating to the situs of stock. 

The assertion of jurisdiction, both in the country of situs and in the country 
of domicile (also citizenship in the United States), or in both countries on 
the basis of domicile, or in the United States on the basis of citizenship and 
in the United Kingdom on the basis of domicile, all result in double taxation. 
The means by which the convention removes the double tax burden is through 
a tax credit granted by either the United States or Great Britain. Two rules 
govern the operation of the tax credit. 

The first rule prescribes that the country imposing tax on the entire estate 
on the basis of decedent’s domicile (or citizenship in the United States), shall 
allow a credit against its tax for taxes imposed by the other country with 
respect to decedent’s property situated therein. 

In cases in which both countries claim decedent as domiciliary and subject 
his entire estate to tax, the credit granted under the first rule would not in- 
clude any credit for taxes which might be imposed, first, on assets deemed 
situated in both countries such as debts or insurance proceeds, or second, on 
assets situated in a third country. To eliminate double tax on these two cate- 
gories of assets, the treaty adopts a second credit rule under which, in such 
cases of “double domicile”, both countries shall grant additional credits. The 
total amount of such credits shall be equal to the amount of the lesser of the 
two taxes relating to the property deemed to be situated within or outside 
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both countries. This credit is then divided pro rata between the.two countries 
according to stated rules. 

The remainder of this note contains a more detailed consideration of the 
treaty. 


ApproAacH USED TO OvERCOME DouBLE TAXATION 


The method of attack on the problem of double taxation used in this con- 
vention is quite different from that employed in the simultaneously concluded 
income tax convention with Great Britain.’ There, the conflict between the 
two bases of income tax jurisdiction, namely, the principle of residence and 
the principle of source, was solved mainly by exempting certain types of 
income from tax in the country of source of the income.® 

The conflicting rules of jurisdiction in the field of estate taxes are the 
domicile rule and the situs rule.? In the American system, the citizenship rule 
is used in addition to these.’° It would have been theoretically possible to 
adopt the domicile rule in this treaty, just as in the income tax convention 
the jurisdictional conflict was decided in favor of the principle of residence. 
If such a step had been taken, except for certain necessary qualifications, death 
tax would be collected solely by the jurisdiction in which the decedent was 
domiciled at death. However, the convention adopts no such clear-cut rule. 
On the one hand, it introduces uniform rules for the determination of situs of 
property in the two countries. At the same time, it retains the existing prin- 
ciples of jurisdiction which in both countries are based on domicile (in the 
United States also citizenship) as well as situs. The double tax is, however, 
eventually removed by means of a credit device ** based on the situs principle. 


- JURISDICTION To Tax 


The basic principles of the imposition of estate tax or duty in the American 
and British systems are as follows: 

United States. In the case of a United States citizen, regardless of where 
domiciled, and in the case of an alien resident in the United States, the 
Federal estate tax applies to all property of the decedent wherever situated 
except real property outside the United States.’* In the case of an alien not 
resident in the United States, estate tax is imposed only on property situated 
in the United States.** In both cases, a resident is one who, at the time of 
his death, was domiciled in the United States." 


7S. Executive D, 79th Cong., Ist Sess. 

8 Jd. Articles VI-IX, XII and XIV. 

9 PauL, FeperaL Estate AND Girt TAXATION, 1946 Supplement, § 2.16 at 38. 

10 T.R.C. § 802. 

11 “The principle of credit thus adopted is similar to that found in article VI of the 
death-duty convention with Canada and represents the mechanics whereby double taxation 
is avoided as between the two countries.” Technical Memorandum, supra, note 6. 

127.R.C. §§ 811 and 802. 

13 T.R.C. § 861(a), Reg. 105, Sec. 81.51. 

14 Reg. 105, Sec. 81.5 
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United Kingdom. In the case of a decedent domiciled in the United King- 
dom at the time of his death, the estate duty applies to all of his property 
wherever situated except immovable property outside the United Kingdom."* 
In the case of a decedent not domiciled in the United Kingdom at the time of 
his death, the estate duty is applicable only to property situated in the United 
Kingdom.’® Whether decedent was a British subject is irrelevant for purposes 
of estate duty.'” 

Accordingly, if the decedent was domiciled in the United States, Great 
Britain imposes tax on situs principles only. On the other hand, if the decedent 
was a United States citizen domiciled in Great Britain, the United States will 
impose tax on his entire estate on the basis of his citizenship, and so will Great 
Britain on the basis of his domicile. But if the decedent was not a United 
States citizen and was domiciled in Great Britain, the United States will 
impose tax on situs principles only. 

The convention does not modify the rules of jurisdiction based on domicile, 
or on citizenship in the United States. It does not even adopt uniform rules 
for the determination of domicile, and expressly states that each country may 
determine under its own laws whether a decedent was domiciled within its 
territory.’* Thus, even if decedent is not a United States citizen, the whole 
estate may be taxed in both countries in a case where both countries claim 
decedent as a domiciliary. 
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Situs RuLEs 


With respect to situs, however, the convention makes an effort to eliminate 
conflicts and adopts uniform rules for determination thereof. These rules are 
expressly limited to estates of decedents domiciled in either the United States 
or the United Kingdom. They are not applicable to the estate of a domiciliary 
of a third country though he was a United States citizen.?® In such case, the 
appropriate situs rules of the respective jurisdiction apply to any property of 
the decedent which is situated within either country.”° 


15 Dymonp, Deatu Duties (8th ed. 1937), at 88 and 93, Fin. Act 1894 §§ 1, 2(1) and 
2(2) as amended by Fin. Act 1936 § 24. 

16 DyMonpD, op. cit. supra, note 15, at 90, Fin. Acr 1894 §2(2) as amended by Fin. 
Act 1936 § 24. 

17 Senate Foreign Relations Committee Report, Exec. Rep. No. 7, 79th Cong., Ist Sess. 

18 Article III(1). “It is anticipated that any conflict arising with respect to domicile 
can usually be resolved administratively.” Technical Memorandum, supra, note 6, 
Article III. 

19 Article III(2). “In this respect the scope is somewhat narrower than the scope of 
the situs rules prescribed by article III of the convention with Canada.” Technical 
Memorandum, loc. cit. supra, note 18. 

20 While in the death tax convention with Canada the only situs rule introduced is that 
regarding shares in Canadian and American corporations (Article III) and indirectly, a 
rule covering real property (Article II), the rules adopted by Article III of this conven- 
tion cover practically all property usually encountered in determining gross estates. “It 
should be observed in this regard that corporate stock and real property are estimated to 
constitute about 85 per cent of estate values forming the basis for estate tax purposes. 
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The new rules are the following : 

(a) Rights and interests in immovable property are deemed to be situated 
where the property is located. The rule does not apply where the right or 
interest in immovable property is by way of security only, such as a mortgage, 
which is assimilated to a debt, as discussed later under (c).”! 

(b) Similarly, the situs of rights and interests (other than by way of 
security) in any tangible movable property and in currency, negotiable bills 
of exchange and promissory notes, is the place where such property, currency, 
etc. is located at the time of death. If such property is in transit, the place of 
destination is the situs.?* 

(c) Debts, secured or unsecured, are situated where the decedent was domi- 
ciled at the time of death. Thus, if both countries claim domicile, debts are 
taxed as having a situs in both countries. This general rule includes also 
corporate bonds but does not apply to forms of indebtedness for which specific 
provision is made.** 

As to bonds, this provision changes the United States rule that bonds are 
deemed to be situated where bond certificates are located.** As to bank de- 
posits, the rule corresponds to the exemption in Section 863(b) of the Internal 
Revenue Code, that bank deposits for a nonresident alien not a United States 
citizen and not engaged in business in the United States, are not deemed to 
be property within the United States. 

(d) Corporate shares are situated in the country in which or under the 
laws of which the issuing corporation was created or organized.*® This rule 
also applies to shares or stock held by a nominee where the beneficial owner- 
ship is evidenced by a scrip certificate or otherwise ** but does not apply to 
stock in municipal or governmental corporations. The latter exception refers 
only to issues of Government stock common in the United Kingdom. Such 
stock has the character of Government bonds since it represents an indebted- 


The additional rules adopted with Britain cover perhaps another 10 per cent leaving about 
5 per cent to be determined under existing laws.” Technical Memorandum, supra, note 6. 

21 Article III(2)(a). “As suggested by the British representatives, the classifications 
of ‘movable property’ and ‘immovable property’ have been adopted for this article instead 
of the classifications of ‘personal property’ and ‘real property.’ The former conforms to 
the British usage with respect to foreign assets and is more commonly used in inter- 
national relations.” Technical Memorandum, supra, note 6, Article III. 

22 Article III (2) (b). 

28 Article III (2) (c). 

24 Reg. 105, Sec. 81.50. “. . . as bond certificates are usually found at the domicile of 
the decedent, the new rule in the convention will have but slight effect on the tax.” 
Technical Memorandum, loc. cit. supra, note 21. This rule is in effect an exemption from 
the tax imposed on the basis of situs and is in harmony with the exemption of interest 
from income tax at source as provided in Article VII of the income tax convention with 
Great Britain. 

25 Article III(2)(d). The rule applies to shares of all corporations wherever created 
while the corresponding provision of the convention with Canada (Article III) is re- 
stricted to shares of Canadian and American corporations. 

26 “The stock and not the scrip certificates in such case is considered the property sub- 
jected to the tax.” Technical Memorandum, loc. cit. supra, note 21. 
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ness and not a stockholder’s proprietary share. Therefore, rule (c) is ap- 
plicable in such a case. The term “governmental corporation” includes either 
of the two countries or political subdivisions thereof, such as a State, county, 
city or town. A corporation merely sponsored or established by a government, 
is not a governmental corporation.*” 

Rule (d) is one of long standing in the United States with respect to stock 
in a domestic corporation.** But it abrogates the rule as to stock in a foreign 
corporation the certificates of which are physically present in the United 
States at the time of death *° and it also replaces a complexity of rules ap- 
plicable in the United Kingdom to such cases.*° Thus, under the convention, 
shares of stock of a United Kingdom corporation are not regarded as situated 
in the United States even though the stock certificates are located in the 
United States, and shares of United States corporations are not regarded as 
situated in the United Kingdom even though the certificates and transfer 
registry office are located in the United Kingdom. 

It was pointed out before that the situs rules of Article III are confined to 
estates of decedents domiciled in either the United States or United Kingdom. 
Therefore, the estate of a decedent who was not domiciled in either country 
remains subject to the rule established in Burnet v. Brooks ** that stocks and 
bonds of foreign corporations, the certificates of which are physically present 
in the United States, are regarded as situated in the United States and are 
subject to the Federal estate tax. 

(e) Amounts payable under an insurance policy on decedent’s life are 
deemed to be situated at the decedent’s domicile at the time of death.*? Thus, 
in cases of “double domicile” such insurance proceeds would be taxed as 
having a situs in both countries. This rule is the substantial equivalent of 
the provision in Section 863(a) of the Internal Revenue Code, that proceeds 
of insurance upon the life of a nonresident alien are not deemed to be property 
within the United States. 

(f) The situs of ships, aircraft and shares thereof is at the place of registra- 
tion or documentation of the ship or aircraft.** 
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27 Technical Memorandum, Joc. cit. supra, note 21. 

28 T.R.C. § 862(a). 

29 Burnet v. Brooks, 288 U.S. 378 (1933). 

30“Under British law a share of corporate stock is regarded as having a situs where 
it ‘can be effectively dealt with,’ and, in accordance with this principle, it is regarded as 
situated in Great Britain (1) if the corporation has only one transfer registry office 
located in Great Britain; (2) if the corporation has a transfer registry office in Great 
Britain and another outside Great Britain and the stock certificate is located in Great 
Britain; (3) if the corporation is incorporated under British law and required by such 
law to keep its register in Great Britain; (4) if the shares are standing on a branch 
register in Great Britain and can be transferred only on such register; or (5) if the stock 
certificate is located in Great Britain in the case of a certificate endorsed in blank which 
constitutes a bearer security (Green on British Death Duties, 1936 edition, p. 463).” Tech- 
nical Memorandum, Joc. cit. supra, note 21. See also DymMonp, DeatH Duties (8th ed. 
1937) at 80-82. 

31 288 U.S. 378 (1933). 

82 Article III(2) (e). 

38 Article III (2) (f). 
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(g) Goodwill as a business or professional asset has its situs where the 
business or profession is carried on.** 

(h) Patents, trade marks and designs are deemed to be situated at the place 
of their registration.*® 

(i) The situs of copyrights, franchises, and rights or licenses to use any 
copyrighted material, patent, trade mark, or design, is at the place where 
such rights are exercisable.** 

(j) A cause of action ex delicto surviving to decedent’s estate is deemed to 
be situated at the place where such cause of action arose.*’ 

(k) The situs of judgment debts is at the place where the judgment is 
recorded.*® 

In cases of property not covered by the foregoing rules, the situs is de- 
termined according to the laws of the “other” country, that is, the country 
imposing tax on the basis of situs rather than domicile.*®° Where a country 
apart from the new situs rules imposes tax on any property which is situated 
in its territory and passes under a disposition not governed by its law, the 
situs rules do not apply unless tax is imposed on the same property by the 
other country.*° 

The determination of the situs of property under the rules set forth above 
is necessary for two purposes, i.e., first, in order to ascertain the property that 
may be included for tax computation if jurisdiction is based on situs of 
property and second, in order to ascertain the tax credit which is to be allowed 
under the provisions of the treaty.** 


Tax Crepit DEVICE 


The treaty prescribes two rules for the allowance of tax credit by the 
country of domicile (or citizenship in the United States) for death tax im- 
posed by the other country.** Since real property situated outside the country 
of domicile (or citizenship in the United States) is always excluded from tax 








34 Article III(2) (g). 

35 Article III (2) (h). 

86 Article III(2) (i). 

87 Article III(2) (j). 

88 Article III(2) (k). 

39 Article III(2). 

40 Article III(2), last sentence. This special exception from the application of the situs 
rules was adopted upon suggestion of the British and applies to settled property which 
would not be subjected to Federal estate tax. Technical Memorandum, /oc. cit. supra, 
note 21. For definition of “settled property” see supra, note 6. 

41 Technical Memorandum, loc. cit. supra, note 21. See also T.D. 5455, May 31, 1945, 
containing the regulations pursuant to the death tax convention with Canada, § 82.4. 

42“ | | there was substantial unanimity of views between the United States and the 
United Kingdom as to the adoption of the credit principle as the appropriate means of 
avoiding double taxation. In the case of the United Kingdom it has been a feature of 
the estate-duty law since the enactment of that law in 1894 to allow credits for death duties 
payable in respect of a decedent’s property situated in a British possession (sec. 20, Finance 
Act, 1894) and thus reduce the estate duty otherwise payable to the Crown in respect of 
such estate.” Technical Memorandum, supra, note 6. See also supra, note 11. 
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therein, credit is never given for tax imposed on such real property by the 
country of situs. Thus, credit is always limited to tax on personal property. 

First Credit Rule. The convention prescribes that the country imposing 
its tax by reason of a decedent’s being domiciled in its territory or being its 
citizen, i.e., on his entire estate, must allow a credit for estate tax which is 
imposed by the other country with respect to decedent’s property situated 
therein. This credit cannot exceed the portion of the tax imposed by the credit- 
ing country which is attributable to the property situated in the other country 
and is further limited to the amount of tax on the same property imposed by 
the other country.** Under this rule, in the case of a decedent domiciled in 
the United States or a United States citizen, the United States must allow 
against its estate tax a credit for United Kingdom estate duty imposed upon 
decedent’s property situated in the United Kingdom. However, if the property 
subjected to tax by the United Kingdom was excluded from tax in the United 
States, as, for instance, property specifically bequeathed to a charitable or- 
ganization,** no credit will be allowed here for United Kingdom tax.** 

Under this rule, a credit is allowed only with respect to property “situated” 
in the other country, so that in every instance the situs of property is to be 
determined first. The situs is determined under the rules adopted by the 
treaty for this purpose. In one instance, however, these situs rules are not 
applicable but a credit under this rule does apply. If the decedent was a 
United States citizen who was domiciled in a third country and owned property 
in the United Kingdom, his entire estate is subjected to tax in the United 
States and his property “situated” in the United Kingdom is also taxed in 
the United Kingdom. Under these facts the credit provision undoubtedly 
applies but, as pointed out earlier, the situs rules do not apply because decedent 
was not domiciled in either of the two countries.** Thus, the property “situ- 
ated” in the United Kingdom for purposes of the tax credit in this case must 
be determined under the situs rules of the United Kingdom as they existed 
prior to the treaty. 

Second Credit Rule. In those unusual cases in which both countries claim 
decedent as domiciliary and impose tax on his entire estate, the credit allowed 
under the first rule is not sufficient to eliminate the entire double tax. Under 
this rule, the United States must allow a credit against its tax imposed on 
the entire estate for United Kingdom estate duty on property situated in the 
United Kingdom. Reciprocally, the United Kingdom must allow a credit 
against its estate duty imposed on the entire estate for United States tax on 
property situated in the United States. However, if such decedent has prop- 
erty in a third country, such property is also taxed by both countries but no 
credit can be granted under the first rule. The estate might also include assets 


48 Article V(1). This provision corresponds to Article VI of the Canadian treaty. 

44 L.R.C. §812(d). 

45 This result follows from the careful wording of the credit clause and a specific pro- 
vision to this effect, of the sort included in Article VI of the Canadian convention, was 
therefore unnecessary. 

46 Article III (2). 
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such as corporate bonds or insurance proceeds which have a situs at the 
decedent’s domicile, that is, in a case of “double domicile” in both countries. 
Obviously, a credit under the first rule cannot apply to assets situated in 
both countries either, because for purposes of each crediting country they are 
deemed to be situated within its own territory. 

In order to remove double tax in such instances the convention provides in 
Article V(2) that where each country imposes tax on the basis of a decedent’s 
being domiciled in its territory, in addition to the credit under the first rule, 
each country must allow a credit with respect to property situated (a) in the 
territory of both countries or (b) outside both territories. The total credit 
allowed by both countries is the amount of the lesser of the two taxes at- 
tributable to property under (a) and (b). Such credit is divided between the 
two countries pro rata. The credit to be allowed by each country is an amount 
which bears the same proportion to the amount of such lesser tax, as the 
amount of tax attributable to the property in question in the United States or 
United Kingdom, respectively, bears to the total of both taxes.*’ 

For example, a decedent was domiciled in both the United States and the 
United Kingdom, and also owned certain property situated in France. Both 
countries imposed tax on the entire estate including the property in France. 
Suppose the United States tax attributable to the property situated in France 
is $5,000, and the British tax attributable to the same property is $6,000. The 
total credit is the amount of the lesser tax of $5,000, which is divided between 
the two countries pro rata, as follows: 


(i) credit against U. S. tax 
$5,000 (U.S. tax) 

$11,000 (total) 

(ii) credit against U.K. tax 
$6,000 (U.K. tax) 

$11,000 (total) 


Similar credits would be allowable in a case where the property in question, 
instead of being situated in France, had a situs in both countries. 

It must be noted that while the first credit rule is stated to be applicable in 
all instances in which one country imposes its tax upon the basis of decedent’s 
domicile or nationality, the second rule is stated to apply in cases in which 
both countries impose their tax upon the basis of decedent’s domicile. In- 
stances in which the entire estate is subject to tax in the United States be- 
cause decedent was a United States citizen and also to tax in the United 
Kingdom because decedent was domiciled in the United Kingdom are not 
included in the operation of this rule. If in these instances a credit under the 
first rule only is granted, the effects of double taxation are avoided with 
respect to property situated in either the United States or the United Kingdom. 





x $5,000 (lesser tax) = $2,272.73 





x $5,000 (lesser tax) = $2,727.27 * 


47 Article V(2). There is no corresponding provision in the Canadian treaty. 
48 This example of computation was taken from the Senate Foreign Relations Com- 
mittee Report, supra, note 17. 
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However, if there are also assets situated in a third country, the double taxa- 
tion with respect to these cannot be eliminated unless the application of 
Article V(2) is extended also to cases where the estate is subjected to tax in 
the United States because the decedent was a United States citizen, and in 
the United Kingdom because decedent was a domiciliary. 


CoMPUTATION OF TAx 


The convention does not contain any formula for computing the portion of 
tax attributable to particular property. It is understood, however, that the 
amount of tax attributable to any particular property is determined according 
to the ratio which the value of the particular property bears to the value of 
the aggregate property of which it constitutes a part, even though a tax is 
imposed on such aggregate property at graduated rates.*® 

The credit authorized by the convention is computed after allowance is made 
for any other credits against the tax. Thus, credits allowed in the United 
States for state inheritance tax or for gift taxes are to be applied before com- 
puting the credit under the convention.*° 


RATE oF TAX ON THE Basis oF SITUS 


The convention provides that the country in which decedent is not domi- 
ciled can take into account in imposing its tax only property situated therein. 
Thus, property situated outside such country cannot be used in. order to im- 
pose tax in a higher tax bracket.* This provision applies only to cases where 
a tax is imposed on the basis of situs. Hence, it is not applicable to United 
States estate tax imposed on the estate of a United States citizen who died 
domiciled in Great Britain.** Nor does it apply to United Kingdom estate 
duty on property passing under a disposition governed by the law of the 
United Kingdom. Thus, such property may be included in computing the 
estate duty, even though it is not situated in Great Britain.®* 

Because of the great differences between the exemptions allowed by the 
United States and those allowed by Great Britain, no provision relating to 
proration of exemptions was adopted as was done in Article V of the Canadian 
treaty. The convention merely states that in determining the amount on which 
tax is to be computed, such deductions are allowed as are permitted by the 
laws of the respective countries.™ 


49 Technical Memorandum, supra, note 6, Art. V. This corresponds to the formula 
prescribed in Article VI of the Canadian convention for such purpose. 

50 Article V(3), I.R.C. §813(a, b) and §936(b). Technical Memorandum, loc. cit. 
supra, note 49, 

51 Article IV(2). Technical Memorandum, supra, note 6, Art. IV. This provision 
corresponds to paragraphs 2(a) and 4(a) of Article V of the Canadian convention. Cf. 
Maxwell v. Bugbee, 250 U.S. 525 (1919). 

52 Article IV(2) (a). 

58 Article IV (2) (b). 

54 Article IV(1). “Under the United Kingdom law the exemption is only £100, while 
under the United States law the exemption is $60,000 for estates of decedents who were 
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ADMINISTRATIVE PROVISIONS 


A claim for a credit or for a refund of tax based on the provisions of this 
treaty must be made within six years from the date of death of the decedent. 
In the case of postponement of tax due to a reversionary interest, the period 
of six years starts running when the interest falls into possession.** No 
interest will be allowed in the case of a refund.** 

The taxation authorities of each country will exchange available informa- 
tion to assure the proper application of the provisions of the convention or to 
prevent fraud or tax evasion. All information so exchanged is to be treated 
as secret. No information is to be exchanged, however, which would disclose 
any trade secret or trade process.*’ 

The convention is effective as to the estates of persons dying on or after 
July 25, 1946.5° The personal representative of the estate of any decedent 
who died between December 31, 1944, and the above date may elect to have 
the convention apply to his case.*® The convention will remain in force for a 
period of not less than three years. If not terminated at the end of such 
period, it shall continue until proper notice of termination is given by either 
country.®° 


CoNCLUSION 


The adoption of a tax credit as a device to eliminate double taxation is 
clearly not a direct attack on the problem. It means that decedent’s property 
must pass through tax proceedings in two countries although only one tax is 
paid at the end.* The solution of the problem would have been much simpler 
if the direct method of excluding property from tax in one country had been 
chosen, 

But even if the principle of credit is used, one instance of double tax should 
have been eliminated entirely. This is the instance where both countries claim 
decedent as domiciliary and subject his entire estate to tax on the basis of 
domicile. The adoption of uniform rules for the determination of domicile in 
the two countries might have excluded the possibility of a conflict as to 


domiciled in or citizens of the United States and $2,000 for estates of decedents who were 
aliens domiciled outside the United States.” Technical Memorandum, supra, note 6, Art. IV; 
I.R.C. §§935(c), 812(a), 861(a) (4), Dymonp, DeatnH Duties (8th ed. 1937) at 190, 
Revenue (No. 2) Act. 1864, § 5. 

55 Article VI(1). 

56 Article VI(2). 

57 Article VII. “It is anticipated, in keeping with the Bureau experience in the adminis- 
tration of existing tax conventions to which the United States is a party, that these 
provisions will prove of material value in facilitating the administration of estate tax cases 
involving United Kingdom factors.” Technical Memorandum, supra, note 6, Art. VII. 

58 Article X(2) (a). See supra, note 3. 

59 Article X(2) (b). 

60 Article XI. 

61 PAUL, op. cit. supra, note 9 at p. 49. 
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domicile and have resulted in a simplification of the tax credit mechanism. 
Analysis demonstrates that the credit device with all its complexity fails to 
give relief in certain instances of double taxation. On the whole, despite these 
deficiencies, the results reached by the convention seem satisfactory. 
—ALAN R. Rapo * 


* Member of New York Bar; associate of Curtis, Mallet-Prevost, Colt & Mosle. 
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The Corporate Counterpart of the Family 
Partnership 
MAURICE ALEXANDRE 


"Nea family corporation seems to be the last hope of the embattled tax- 
payer in his attempts to reduce income taxes through assignment of his 
income. For many years, the Treasury Department, with the help of Con- 
gress and many of the courts, has managed to keep pace with the fertile 
inventiveness of those fortunate persons whose incomes have been suf- 
ficient to warrant sharing with others.* Out of the stream of litigation 
which has resulted from the Treasury’s refusal to be the unthanked bene- 
factor of the taxpayer’s donees, there have emerged two related principles 
of income tax law. The first is that if a man is willing to give away prop- 
erty which produces income, as in Blair v. Commissioner,’ the liability 
for tax on such income will follow the property. The corollary to this 
doctrine is that a man cannot escape income tax by giving away his in- 
come. This is true in the case of direct assignments of income, such as 
gifts of prospective attorney’s fees,* insurance commissions,‘ interest,° 
rents,° and partnership profits." Similarly, assignments of income by 
indirection are of no avail. Thus, the Supreme Court has advised us that 


Maurice ALEXANDRE is Senior Attorney, Office of Tax Legislative Counsel, Treasury 
Department. 

1 The system of community property has, however, proved to be an insurmountable 
obstacle in the taxation of income to persons earning such income. Poe v. Seaborn, 282 
U.S. 101 (1930). But cf. the estate tax treatment of community property, I.R.C. 
§811(e)(2). It is interesting to note that the right to divide income for tax purposes 
in community property states may operate as a boomerang. In Eleanor J. Downs, 7 T.C. 
1053 (1946), the taxpayer, a resident of California, failed to file a return reporting one- 
half of the income earned by her husband, a citizen of the United States, while employed 
in the British Isles. The Tax Court not only found that the husband was not a “bona 
fide resident of a foreign country” within the meaning of §116 of the Internal Revenue 
Code and, therefore, that the income was subject to tax, but sustained a delinquency 
penalty of 25 per cent against the taxpayer because of her failure to file a return report- 
ing one-half of such income. 

2300 U.S. 5 (1937). 

8 Lucas v. Earl, 281 U.S. 111 (1930). 

4 Helvering v. Eubank, 311 U.S. 122 (1940). 

5 Helvering v. Horst, 311 U.S. 112 (1940). 

® Lum v. Comm’r, 147 F. (2d) 356 (C.C.A. 3d, 1945). 

t Burnet v. Leininger, 285 U.S. 136 (1932). 
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neither the trust device* nor the family partnership® will serve as a 
vehicle for avoidance of the income tax. 

The Treasury has also had some measure of success in preventing the 
use of the corporation as a means of escaping taxes on income. Such 
success has manifested itself in the form of decisions holding that an 
assignment of dividends on stock will not relieve the owner of the stock 
from tax on such dividends.*® In the case of bona fide gifts of the stock 
itself, however, the Treasury has not sought to tax the dividends to the 
donor ** except in the field of transfers in trust.* Unfortunately, this 
attempt has not entirely solved even the limited portion of the problem 
aimed at. As a result, it remains possible for a person doing business 
through the medium of a corporation to assign his income for tax pur- 
poses by transferring stock in his corporation to members of his family 
without relinquishing the management of the corporate affairs. It is sub- 
mitted that assignments of income through the use of the “family” cor- 
poration should have no more sacred place in the tax law than assignments 
of income through the “family” partnership or other devices. 
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THE REWARDS OF GENEROSITY 


Outright Gifts. At the present time, it is not possible for the owner of 
stock to escape liability for income tax upon the dividends by making a 
sham gift of the stock.** It is not necessary, however, for the stockholder 
to resort to such a shabby device in order to split his income with others. A 
bona fide gift of a portion of his stock to his wife will effectively divide 
the income tax burden between two persons, thus bringing lower surtax 
brackets into operation. As a result, the total taxes paid by the husband 
and wife are lower than the tax which the husband would have paid on 
the same amount of income,** and at the same time, both the stock and 
the dividends are retained within the family group. 


8 Helvering v. Clifford, 309 U.S. 331 (1940); Harrison v. Schaffner, 312 U.S. 579 
(1941). 

®Comm’r v. Tower, 327 U.S. 280 (1946) ; Lusthaus v. Comm’r, 327 U.S. 293 (1946). 

10 Hyman v. Nunan, 143 F. (2d) 425 (C.C.A. 2d, 1944). But cf. Mahaffey v. Helver- 
ing, 140 F. (2d) 879 (C.C.A. 8th, 1944). 

11 But see Theodore R. Gerlach, 27 B.T.A. 565 (1933), revd on stipulation, 68 F. 
(2d) 996 (C.C.A. 7th, 1934) ; Paul Akers Bowden 26 B.T.A. 1410 (1932) ; Macrtt, Tax- 
ABLE INCOME (rev. ed. 1945) 297. 

12 See Reg. 111, Sec. 29.22(a)-21. 

18 Hoag v. Comm’r, 101 F. (2d) 948 (C.C.A. 10th, 1939) ; Howard B. Lawton, 6 T.C. 
1093 (1946) ; Carlton B. Overton, 6 T.C. 304 (1946). 

14 For example, a married man without children would pay a tax of $2,185 on a net 
income, before exemptions, of $10,000. If the income is divided equally between the hus- 
band and his wife, their total tax would amount to $1,843. Where the husband’s net 
income before exemptions is $100,000, his tax would be $63,128, as compared with a 
total tax of $50,274 if he and his wife were each taxable on half. See Surrey, Family 
Income and Federal Taxation, (1946) 24 Taxes 980, 983. 
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Such splitting of income is not a practice which need create anguish 
in the hearts of zealous tax collectors where the stockholder’s only con- 
tact with the corporation is via his dividend checks, although the adop- 
tion of the Surrey principle of taxing family income as a unit * would 
go a long way towards recognizing that the family is an economic entity 
rather than a group of insulated persons whose earnings and expenses 
have no interrelation. The Treasury would be justified, however, in look- 
ing longingly in the direction of the sole or chief stockholder and active 
manager of a corporation who remembers his wife’s birthday with a gift 
of a portion of his stock. Generosity within the home should not be pun- 
ished. But by the same token, it need not be rewarded with lowered taxes. 
Unfortunately, as matters now stand, it is. 

The benefits which may be derived from gifts of stock are not neces- 
sarily confined to cases in which only a minority interest in the husband’s 
corporation is transferred. Where the husband receives substantial in- 
come from other sources, it will be to his advantage, tax-wise, to route 
the major portion of the corporate distributions to his wife. Accordingly, 
if she is cooperative—and only a misogynist will deny the willingness of 
wives to cooperate**—the husband may even give his wife the lion’s share 
of his stock without relinquishing the sole management of the corporation. 

Transfers in Trust. Paradoxically, if we leave the mundane area of 
outright gifts and step into the hallowed domain of trusts, the opportu- 
nities for splitting income available to the owner of stock are even 
greater,*’ despite the fact that the Treasury has delicately inserted its 
toe through the wide open door. The Treasury’s entry into the field of 
transfers of stock in trust is of recent origin. Encouraged by the Supreme 
Court’s decision in Helvering v. Clifford,** but discouraged by the “un- 
certainty and confusion” which had resulted from attempts by other 
courts to apply the principle laid down in that case,*® the Treasury on 
December 29, 1945 issued its now famous (or infamous, depending on 
one’s predilections) *° Treasury Decision 5488,” covering a multitude of 
sins, each of which, if committed by the grantor of a trust, leads to his 
taxability on the income of the trust. 


15 Jd. at 984 e¢ seq. 

16 One need not quarrel with the Tax Court’s disbelief in the subservience of spouses 
(see Lillian M. Newman, 1 T.C. 921 (1943)) to have faith in their cooperation. In any 
event, a gift of non-voting stock will eliminate the need for cooperation by the donee. 

17 It seems to be more respectable for a donor to reserve the voting power over stock 
transferred in trust than over stock disposed of by an outright gift. Compare note 13 
supra with note 32 infra. 

18 309 U.S. 331 (1940). 

19 See preamble to Reg. 111, Sec. 29.22(a)-21. 

20 Cf. Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule 
(1946) 2 Tax L. Rev. 7 with Eisenstein, The Clifford Regulations and the Heavenly 
City of Legislative Intention (1947) 2 Tax L. Rev. 327. 

21 1946-1 Cum. Butt. 19. 
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One of these sins is the transfer of stock to a trust under which the 
power to vote such stock is exercisable primarily in the interests of the 
grantor rather than the beneficiaries of the trust.”” The regulations create 
two presumptions with regard to the voting power. If the power is exer- 
cisable by a person as trustee, it is presumed that the power is exercisable 
in a fiduciary capacity, primarily in the interests of the beneficiaries, and 
the grantor is not taxable on the trust income.* If the power is not 
exercisable by a person as trustee, the presumption is the other way and 
the trust income is taxable to the grantor.** Neither presumption is con- 
clusive and both may be rebutted by appropriate evidence.” The phi- 
losophy implicit in this approach seems to be that where the power is 
held by a person as trustee, he is subject to the jurisdiction of a court of 
equity. The tax law need not be concerned. The vigilance of equity will 
disabuse the grantor of any notion that he can exercise the power against 
the interests of the beneficiaries. Accordingly, since the grantor cannot 
use the voting power to suit his own purposes, he should not be taxed on 
trust income. The difficulty with such a philosophy is that it is based on 
the naive assumption that iniquitous use of the power to vote stock, like 
murder, will out.”* As a practical matter, however, it is doubtful that any 
benefits obtained by the grantor from the exercise of the voting power, or 
indeed from the use of the corpus, even though inconsistent with the 
rights of the beneficiaries, are generally brought to the attention of a court 
of equity. In most instances, it is questionable whether the beneficiary of 
a trust gives a judicial bite to the hand that feeds him. 

Even if we assume that the grantor will: be held strictly accountable 
for any misuse of the voting power, another troublesome problem is pre- 
sented by the regulations. What evidence is required to rebut the pre- 
sumptions which they create? It may, of course, be apparent from the 
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22 Subsection (e) (4). 

28 Ibid, 

24 Ibid. 

25 Ibid. The Treasury recently issued a proposed Treasury Decision, which, pursuant 
to the Administrative Procedure Act (P.L. 404, 79th Congress), has been published in 
the Federal Register. 12 Fep. Rec. 560 (1947). The proposed regulation would 
amend the Clifford regulations by eliminating the presumption adverse to the grantor 
where the voting power is held. by a non-trustee. It provides: “If a power is not 
exercisable by a person as trustee, the determination of whether such power is exer- 
cisable in a fiduciary or a non-fiduciary capacity depends on all the terms of the 
trust and the circumstances surrounding its creation and administration. For ex- 
ample, where the trust corpus consists of diversified stock or securities of corporations 
the stock of which is not closely held and in which the holdings of the trust, either 
by themselves or in conjunction with the holdings of the grantor, are of no significance 
from the viewpoint of voting control, a power with respect to such stocks or securities 
held by a person who is not a trustee will be regarded as exercisable in a fiduciary 
capacity primarily in the interests of the beneficiaries.” Jd. at 561. 

26 See Morss v. United States, 64 F. Supp. 996, 999 (D.C., D. Mass. 1946). 
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terms of the trust instrument itself that the grantor did not intend that 
the person holding the power to vote trusteed stock shall be subject to 
fiduciary restraints in its exercise.” It may also be that a violation of the 
trust so as to confer a benefit upon the grantor is sufficient to indicate 
that the trust was one in name only and that the grantor considered the 
trusteed stock as his property.** Such a possibility raises several ques- 
tions. How substantial must the violation be in order to rebut the pre- 
sumption? If the violation occurred several years after the creation of 
the trust, would it not necessarily follow that, assuming the statute of 
limitations has not run, the grantor should be taxed upon the income 
earned by the trust in the years prior to the violation? An affirmative 
answer leads to a more vital question. Will one violation forever damn 
the grantor? Or is it possible that although improper use of the voting 
power has indicated an intention that such power shall be exercised pri- 
marily in the interests of the grantor, the subsequent return to the path 
of righteousness will present freedom from taxation on trust income to 
the grantor? And if so, how long a period of penance must follow the 
original sin? 

We do not stay for an answer, for an even more troublesome inquiry 
rears its ugly head. What conduct short of a violation of the trust will 
demonstrate an intention by the grantor that the power to vote is exer- 
cisable primarily in his own interests? What if the exercise of the power 
is advantageous to the grantor without being detrimental to the bene- 
ficiaries? For example, let us once again take the case of the sole stock- 
holder of a corporation. ‘Instead of making an outright gift of stock to 
his wife, he transfers 40 per cent of his shares to a trust for her benefit 
and appoints himself trustee. Since he has retained the majority interest 
in the corporation, he can and does continue to remain in managerial con- 
trol of the corporation. The net effect of this arrangement is that the 
grantor is able to split his income with the trust, and the sum of the in- 
come taxes which he pays individually and as trustee is less than the tax 
which the grantor would pay if he were taxed on the entire income. It 
is, of course, a matter of indifference to the grantor whether he votes 


27In Estate of Benjamin Lowenstein, 3 T.C. 1133 (1944), the Tax Court refused to 
tax trust income to the grantor-trustee although the trust indenture authorized the trus- 
tee “generally to exercise with respect to all stocks, or other investments held by said 
trustee, all rights, powers and privileges as are or may be lawfully exercised by any 
person owning similar property in his own right.” Jd. at 1136. Accord Morss v. United 
States, 64 F. Supp. 996, 1000 (D.C., D. Mass. 1946). 

28 See Litta Matthaei, 4 T.C. 1132, 1139 (1945). Comm’r v. Wilcox, 327 U.S. 404 
(1946) would not preclude taxation of trust income to the grantor-trustee who violates 
the terms of his trust since tax would be imposed, not because he embezzled another’s 
property, but because the violation would be an indication that the creation of the trust 
was not intended to deprive the grantor of the beneficial use of the trust corpus. 
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the trusteed stock in his own favor or against his interests, inasmuch as 
such stock represents only a minority interest. 

An analysis of the cases indicates that the Commissioner would en- 
counter considerable opposition in the lower courts if he were to take 
the position that the presumption in favor of the grantor in such a case 
is rebutted.”* Thus, in Hall v. Commissioner,®° which dealt with the 
power to control the investment of trust funds, the court refused to 
attribute trust income to the grantor-trustee, saying : ** 


It was the intention of the trustor to grant to himself as trustee the same 
power to deal with the trust property as he possessed before the establish- 
ment of the trust, and it may be argued that this unusual grant of power 
enabled the trustee to invest the trust funds for his personal advantage and 
benefit, thereby vitiating the trust entity and realizing the economic gain 
necessary to produce a taxable income under Section 22(a). It may be con- 
ceded that the power to invest trust funds for the trustee’s personal advan- 
tage and benefit is equivalent to the taxable enjoyment of the trust income, 
but we cannot say that the absolute power of the trustee to deal with the trust 
property as if it were his own empowers him to use it for his own personal 
advantage and gain. Such a construction of the trust instrument would be 
contrary to the fundamental principles of equity which guide trustees and 
protect trust property. ... 


The position which would undoubtedly be taken by a number of courts 
is aptly summarized in Commissioner v. Branch: * 


Where the grantor has stripped himself of all command over the income 
for an indefinite period, and in all probability, under the terms of the trust 
instrument, will never regain beneficial ownership of the corpus, there seems 


29 Judge Kern recently stated in Estate of Louis Stockstrom, 7 T.C. 251 (1946), that 
the Clifford regulations would be invalid if they operated to relieve a grantor from 
income tax in a situation which the Tax Court had theretofore held to be governed by 
the Clifford principle. In a subsequent opinion, issued on a petition for rehearing, Judge 
Kern sought to remove some of the sting in his earlier remarks by stating that the 
regulations are not applicable to the Stockstrom case since “regulations issued after the 
trial, decision and affirmance on appeal of a case cannot in any way affect the law of 
that case” and that it was not his intention to “condemn as invalid or improper the 
amended regulations as a whole, or to indicate any view that the amended regulations 
are ultra vires the Commissioner of Internal Revenue.” See Estate of Louis Stockstrom, 
memorandum sur order denying petition for rehearing, Docket No. 1237 (January 16, 
1947). 

80150 F. (2d) 304 (C.C.A. 10th, 1945). 

81 Jd. at 307-8. 

82114 F. (2d) 985 (C.C.A. Ist, 1940). Cf. Morss v. United States, 64 F. Supp. 996 
(D.C., D. Mass, 1946) ; Aben E. Johnson, CCH T.C. Dec. 15,098(M) (Apr. 18, 1946) ; 
Alma M. Myer, 6 T.C. 77 (1946); W. L. Taylor, 6 T.C. 201 (1946); Alice Ogden 
Smith, 4 T.C. 573 (1945); J. M. Leonard, 4 T.C. 1271 (1945); Estate of Benjamin 
Lowenstein, 3 T.C. 1133 (1944). But cf. Edison v. Comm’r, 148 F. (2d) 810 (C.C.A. 
8th, 1945); Williamson v. Comm’r, 132 F. (2d) 489 (C.C.A. 7th, 1943); Hogle v. 
Comm’r, 132 F. (2d) 66 (C.C.A. 10th, 1942) ; M. Friedman, 7 T.C. 54 (1946) ; Lillian 
R. Chertoff, 6 T.C. 266 (1946); Anna Morgan, 5 T.C. 1089 (1945). 
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to be no statutory basis for treating the income as that of the grantor under 
Section 22(a) merely because he has made himself trustee with broad power 
in that capacity to manage the trust estate. 

Apparently in some jurisdictions schizophrenia is sometimes rewarded 
with tax savings. 

If rebuttal of the presumption would be opposed where the grantor is 
trustee, it follows as an a fortiori matter that where a so-called indepen- 
dent trustee is entrusted with the voting power, the Commissioner will 
meet much resistance if he takes the position that the presumption against 
taxability has been rebutted, even if the trustee votes the stock in favor 
of the grantor.** Many courts will probably hold that, as a practical mat- 
ter, it makes little difference to the grantor that an independent person 
possesses the power to vote a minority interest in his corporation or 
how that interest is voted. Since the grantor personally owns a majority 
interest in the corporation, he is in a position to shape the corporate poli- 
cies. The transfer of a part of his stock to a trust deprives him of nothing 
except excess income. And since such income is usually routed to persons 
to whom he would have given it in any event,** the transfer results in 
a gain to the grantor in the form of decreased taxes. Similarly, the gran- 
tor’s ability to reduce income taxes without loss of managerial control 
over the corporate affairs would not be altered where the trusteeship re- 
sided in one of the beneficiaries of the trust. Because this situation is 
so much like an outright gift of stock and because of the beneficiary’s 
substantial adverse interest, the courts might be prone to approve the 
presumption that the voting power is exercisable primarily for the benefit 
of the beneficiaries.*° 

If a court would be unwilling to attribute dividends received by a trust 
to the grantor who personally owns a controlling interest in the corpora- 
tion, it is hardly likely that it would be persuaded to change its mind 
where a person other than the grantor was trustee and the trusteed stock 
was necessary to give the grantor a controlling interest in the corporation 
or itself constituted a controlling interest. Assuming that such stock was 
voted to keep the grantor in management of the corporation, in all prob- 
ability the court would nevertheless argue that such exercise of the voting 
power did not by itself show that this power was exercisable primarily in 
the interests of the grantor.** In the view which would presumably be 
taken by the courts, the grantor might well be the person most qualified 


88 Cf. Comm’r v. Greenspun, 156 F. (2d) 917 (C.C.A. 5th, 1946); Ronald K. Evans, 
CCH T.C. Dec. 14,995(M) (Jan. 31, 1946); Robert S. Bradley, 1 T.C. 566 (1943). 
But cf. Byerly v. Comm’r, 154 F. (2d) 879 (C.C.A. 6th, 1946). 

84 See Helvering v. Clifford, 309 U.S. 331 (1940). 

85 Cf, Lillian M. Newman, 1 T.C. 921 (1943). 

86 Cf, Ward Wheelock, 7 T.C. 98 (1946). 
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to run the corporation.** Even if the grantor, by retaining the voting 
power as trustee of a majority interest or of a minority interest vital to give 
him control, were himself to make the decision that the corporation could 
not do without him, it is open to some question whether his immodesty 
would be treated as a rebuttal of the presumption that the voting power 
is exercisable primarily for the benefit of the beneficiaries. The common 
belief is that a trustee cannot exercise his powers contrary to the interests 
of the beneficiaries." 

Nor would many of the lower courts be greatly disturbed by the fact 
that the power to vote stock was held by a non-trustee, regardless of 
whether such stock represented a controlling or minority interest.** Thus, 
in Kohnstamm v. Pedrick,*° even the liberal Second Circuit dismissed the 
grantor’s control as insignificant although his reserved powers were held 
qua grantor.** In that case, the grantor created a trust for the benefit of 
his wife and children and appointed a bank as trustee. The grantor re- 
tained the power to vote the trusteed stock, to control investments, and 
to reacquire the stock by substituting other property of approximately 
equivalent value. He also reserved the right to change the trustee pro- 
vided he selected a corporation authorized to do a trust business, with a 
capital of $1,000,000. After the creation of the trust, the grantor had 
voting control over 23 per cent of the outstanding stock of the corpora- 
tion. This gave him voting control of a majority interest in the corpora- 
tion because the other holdings were scattered. In one of the taxable 
years he was vice-president of the corporation, and in the other years he 
was president. Learned Hand, an unusually good judge with a usually 
esoteric style of writing, reminiscent of Mr. Justice Holmes, found that 
“the combination of all those powers which the plaintiff reserved to him- 
self did not bring him within Helvering v. Clifford, supra, and make him 
the ‘owner’ for taxation as he originally was for all purposes.” ** Judge 
Hand’s opinion in the Kohnstamn case is not even esoteric; it is singu- 


87 See Comm’r v. Betts, 123 F. (2d) 534, 537 (C.C.A. 7th, 1941); John Stuart, 2 T.C. 
1103, 1111 (1943). 

88 Ben Weisman, CCH T.C. Dec. 14,050(M) (July 22, 1944); 2 Scorrt, Trusts (1939 
ed.) § 185. But cf. Polisher, The Family Trust—Its Income Tax Fate (1946) 49 Dicxrn- 
son L.R. 33, 49-50. 

89 Cf. Cushman v. Comm’r, 153 F. (2d) 510 (C.C.A. 2d, 1946); Comm’r v. Betts, 
123 F. (2d) 534 (C.C.A. 7th, 1941) ; Jones v. Norris, 122 F. (2d) 6 (C.C.A. 10th, 1941) ; 
Arthur L. Blakeslee, 7 T.C. 1171 (1946). One writer states that the presumption in favor 
of taxability “clearly seems warranted” where the grantor retains the voting power in 
his individual capacity and trusteed stock is needed to maintain his voting control of the 
corporation. Platt, Inter Vivos Trusts and the New Treasury Decisions (1946) 24 Taxes 
733, 737. 

40153 F. (2d) 506 (C.C.A. 2d, 1945). 

41 But cf. Lorenz Iversen, 3 T.C. 756 (1944). 

42 Kohnstamm v. Pedrick, 153 F. (2d) 506, 510 (C.C.A. 2d, 1945). 
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larly, but at least frankly, devoid of any attempt to indicate the basis for 
his conclusion. The test of whether a case falls within the Clifford orbit, 
says the Judge, “is impalpable enough at best.” If it is continually refined 
by successive distinctions, each trifling in itself, the Judge continues, there 
will be eventual confusion. He concludes: “Perhaps it is best not to 
approach the issue dialectically at all, but merely by fiat; at least in those 
cases where, as here, we cannot repose in the sheltering bosom of the 
Tax Court.” “* If Judge Hand is unwilling to detect taxable control in 
these circumstances, it is likely that many other judges will share his 
reluctance.** Such reluctance will probably be based on the theory that 
ordinarily a power exercisable by a non-trustee is held in a fiduciary ca- 
pacity.*® It appears safe, therefore, to predict that in the absence of some 
outrageous piece of skullduggery in the exercise of the voting power, the 
adverse presumption arising from the fact that such power is exercisable 
by a non-trustee would be considered rebutted by too many of the lower 
courts. *® 


From Lucas v. Eart To TowER AND LUSTHAUS 


If past lower court decisions are an accurate indication of judicial 
things to come, it would seem that the Cifford regulations have not en- 


483 bid. 

44 Byerly v. Comm’r, 154 F. (2d) 879 (C.C.A. 6th, 1946) seems to be a ray of sunshine 
in an otherwise cloudy sky. There, the taxpayer created a trust for the benefit of his 
wife and minor children. The corpus of the trust consisted of the stock in his wholly- 
owned corporation. The trustees were the taxpayer’s wife, the vice-president and gen- 
eral manager of the corporation, and the secretary of the corporation. The Sixth Circuit 
found that there was ample basis for the Tax Court’s conclusion that the grantor’s busi- 
ness associates were chosen as trustees, not for their independent judgment, but because 
they were tractable to his authority; that the grantor’s wife made no independent con- 
tribution to the management of the trusts but merely acquiesced in the suggestions of 
her two co-trustees; and that the grantor should be taxed on the trust income since he 
remained in substantial control of the corporation. Although the opinion does not so indi- 
cate, the trust authorized the beneficiaries to return the corpus to the grantor provided 
the beneficiaries consented. See J. A. Byerly, CCH T.C. Dec. 13,891(M) (1944). Since 
the power to revoke was shared by persons with interests substantially adverse to revoca- 
tion, as well as by infants who could not exercise the power either personally or through 
a guardian, the court properly ignored the power. The touchstone of the circuit court’s 
decision is that it was the grantor who in fact wielded the powers nominally held by the 
trustees. If we may be guilty of logic in a hitherto illogical field, it would seem to fol- 
low that if these powers were held by the grantor himself, the result in the case would 
have been no different. But cf. Ward Wheelock, 7 T.C. 98 (1946); Robert S. Bradley, 
1 T.C. 566 (1943). 

45 Cushman v. Comm’r, 153 F. (2d) 510 (C.C.A. 2d, 1946). But cf. Comment (1946) 
41 Ill. L.R. 508, 514. 

46 The elimination of the presumption in favor of taxability, referred to supra, note 25, 
would certainly not make life more difficult for a court which agrees with the Kohnstamm 
decision. 
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tirely closed the family corporation loophole in the field of trusts. The 
Supreme Court may, of course, have other ideas on the subject. In fact, 
that court has already hinted that voting control may be tantamount to 
ownership.** Whether it will have the opportunity to settle the question, 
however, will depend on how the Treasury interprets and applies its regu- 
lations and how seriously it takes these hints.“* But even assuming that 
the Treasury, like a worthy parent, is prepared to fight for the honor of 
its child, and that the Supreme Court sees eye to eye with the Treasury 
on the proposition that voting control and ownership are on opposite 
sides of the same equation, such a criterion is hardly the answer to a 
tax administrator’s prayer. The difficulty with this criterion is that the 
mere possession of the power to vote trusteed stock, even by the grantor, 
does not necessarily mean control over the trust corpus as it does, for 
example, where the grantor possesses the power to change the beneficiaries 
of a trust.** The power to vote stock in trust may be very significant or 
entirely impotent, depending upon a variety of factors, including the 
number of shares of stock in a particular corporation held by the trust, 
by the grantor personally, and by other persons, the extent to which such 
other persons are or are not willing to cooperate with the grantor to give 
him control over the corporation, the retention of the trusteeship by the 
grantor or the appointment of another person to that position, and the 
independence or subservience of such other person in the exercise of his 
voting power. 

Because of the subjective character of the inquiry necessitated by the 
standard of voting control, and the variety of fact patterns which may 
reveal such control, the inevitable result of adopting this standard would 
be that uncertainty of tax incidence would constantly plague both the 
taxpayer and the Commissioner. Such uncertainty would in turn breed 
considerable litigation. If, therefore, the avenue of escape which now 
exists through the use of family corporations is to be effectively barred, 
the Treasury would do well to find a more satisfactory barricade than the 
fence which the Supreme Court has stretched from Corliss v. Bowers °° 
to Helvering v. Clifford.” It is submitted that the principle that income 
may not be assigned for tax purposes will provide a more satisfactory 
rationale for handling the problem than an approach based on the tradi- 
tional principle that power equals ownership. 








47 See Helvering v. Fuller, 310 U.S. 69, 76 (1940) ; Helvering v. Stuart, 317 U.S. 154, 
168-9 (1942). 

48 It is somewhat surprising that the Treasury has never applied for certiorari in cases 
involving control through administrative powers. 

49 Comm’r v. Buck, 120 F. (2d) 775 (C.C.A. 2d, 1941). 

50 281 U.S. 376 (1930). 

51 309 U.S. 331 (1940). 
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The doctrine that an assignment of income will not serve to reduce the 
assignor’s income taxes had its origin in Lucas v. Earl.** In that case, 
the income which the taxpayer assigned was derived from his activities 
as a lawyer, that is, solely from services. The next major step in the 
development of the doctrine was taken ten years later in Helvering v. 
Horst," which held that an assignment of interest, that is, of income de- 
rived solely from property, is no more inviolate than a gift of earned in- 
come. The third stage in the doctrine occurred recently when the Supreme 
Court held in Lusthaus v. Commissioner * and Commissioner v. Tower 
that it is equally applicable to an assignment of income derived from a 
combination of property and services. 

The Tower and Lusthaus assignments reveal a far greater measure of 
sophistication than those involved in earlier cases. Unlike their prede- 
cessors, who assigned naked income without any attempt to conceal its 
character, Messrs. Tower and Lusthaus sought to cloak the assigned in- 
come in the garb of a property interest. In the Lusthaus case, the tax- 
payer, owner of a sole proprietorship, effected the assignment by an 
ostensible sale of an interest in his business to his wife, who agreed to 
pay for such interest out of the profits ascribed to her under their part- 
nership arrangement. In the Tower case, the taxpayer assigned to his 
wife a number of shares of stock in the corporation which he owned and 
immediately thereafter formed a partnership to take over the assets of 
the corporation. In neither case did the wife contribute any new capital 
or render any services. 

In deciding that the entire partnership income was taxable to the hus- 
band in both cases, the Supreme Court stressed the fact that “no genuine 
union for partnership business purpose was ever intended” by the husband 
and wife.** A careful reading of the court’s opinion, however, reveals 
that implicit in its reasoning is the recognition that the partnership in- 
come was earned by the husband and assigned to his wife. For example, 
Mr. Justice Black states that it is one thing for a partner to sell his inter- 
est, “relinquishing all control of the business”; it is another for him to 
draw a paper purporting to sell his interest, “though actually he continues 
to control the business to the extent he had before the ‘sale’ and chan- 
nels the income to his wife.” °’ “The issue,” says the Justice, “is who 
earned the income,” although this statement is qualified by the remark 
that this issue depends on whether the husband and wife really intended 


52281 U.S. 111 (1930). 
58 311 U.S. 112 (1940). 
84 327 U.S. 280 (1946). 
55 327 U.S. 293 (1946). 
86 Jd. at 292. 
57 Jd. at 269. 
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to carry on business as a partnership.** This qualification, however, is 
soon followed by renewed emphasis upon the fact that the income in ques- 
tion was produced by the husband’s efforts :° 


For if under circumstances such as those now before us, the end result of 
the creation of a husband-wife partnership, though valid under state laws, is 
that income produced by the husband’s efforts continues to be used for the 
same business and family purposes as before the partnership, failure to tax 
it as the husband’s income would frustrate the purpose of 26 U.S.C. § 22(a). 
By the simple expedient of drawing up papers, single tax earnings cannot be 
divided into two tax units and surtaxes cannot be thus avoided. 


It is difficult to escape the conclusion that while the Supreme Court 
was willing to go along with the Tax Court’s finding that there was no 
genuine intention to operate as a partnership, what it was really saying 
is that it found nothing more than an assignment of income earned by 
the taxpayer. The crux of the court’s reasoning appears in the concluding 
passage of Justice Black’s opinion in the Tower case: °° 


Judged by the actual result achieved, the Tax Court was justified in find- 
ing that the partnership here brought about no real change in the economic 
relation of the husband and his wife to the income in question. Before the 
partnership the husband managed, controlled, and did a good deal of work 
involved in running the business, and he had funds at his disposal which he 
either used in the business or expended for family purposes. The wife did 
not contribute her services to the business and received money from her hus- 
band for her own and family expenses. After the partnership was formed the 
husband continued to control and manage the business exactly as he had 
before. The wife again took no part in the management or operation of the 
business. If it be said that as a limited partner she could not share in the 
management without becoming a general partner the result is the same. No 
capital not available for use in the business before was brought into the busi- 
ness as a result of the formation of the partnership. And the wife drew on 
income which the partnership books attributed to her only for purposes of 
buying and paying for the type of things she had bought for herself, home 
and family before the partnership was formed. Consequently the result of the 
partnership was a mere paper reallocation of income among the family mem- 
bers. The actualities of their relation to the income did not change. There 
was, thus, more than ample evidence to support the Tax Court’s finding that 
no genuine union for partnership business purpose was even intended and 
that the husband earned the income. 


Tuincs EguaL TO THE SAME THING 


When we turn from transfers of interests in unincorporated businesses 
to dispositions of corporate stock, we find marked similarities between 


58 [bid. 
59 Jd. at 291. 
60 Ibid. 

















1947] THE CORPORATE COUNTERPART OF THE FAMILY PARTNERSHIP 505 


the two. A transfer of an interest in a sole proprietorship to create a 
partnership in which the donee of such interest actively participates, and 
a transfer of a partnership interest accompanied by the transferor’s relin- 
quishment of control over such interest, are both properly recognized for 
income tax purposes. In both the transferor has assigned a property inter- 
est rather than income, since no part of the partnership income obtained 
subsequent to the transfer is derived from his services. By the same 
token, where a man invests only his money in a corporation, the income 
which he receives in the form of dividends is earned by his capital invest- 
ment rather than by his efforts. Accordingly, if he disposes of his stock 
by gift, the earnings should, and do, follow the stock, and the donee 
should be, and is, looked upon as the person to whom the dividends are 
taxable. 

On the other hand, where a man contributes his services, or both his 
money and his services, to a corporation, the income which he obtains in 
the shape of dividends on his capital stock is not essentially different, as 
a practical matter, from the income which he would receive as a sole pro- 
prietor of a business or as a partner. The dividends are merely a form 
of earnings produced by the combination of his efforts and his capital. 
Accordingly, a gift of stock by a person who thereafter continues to 
operate the corporation without assistance from the donee should not 
relieve the donor of liability for income tax on the dividends paid with 
respect to the transferred stock. Unless there is greater magic than one 
would expect in the legal mumbo jumbo which converts a corporation 
into a partnership, there seems to be little reason why, if all other circum- 
stances remain unchanged, the absence of such mumbo jumbo should en- 
title a person who transfers stock in his corporation to a member of his 
family to greater tax privileges than he would obtain if he thereafter 
converted the corporation into a partnership. It is indeed hard to imagine 
that such a person “felt himself the poorer” after the transfer, or if he 
did, that “it had any rational foundation in fact.” * 

It is accordingly suggested that the sweep of section 22(a) is suffi- 
ciently broad to encompass the corporate counterpart of the family part- 
nership. If the donor of stock does not serve the corporation in a man- 
agerial capacity, the transfer is more akin to a gift of income-producing 
property than of earnings, and there is no occasion to tax him on the 
dividends. But where the donor in fact continues to take an active part 
in managing the corporation without a like contribution of services by 
the donee, the trustee, or the beneficiary, the donor’s situation after the 
transfer is not materially different from what it was before. A “mere 


61 Helvering v. Clifford, 309 U.S. 331, 336 (1940). 
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paper reallocation of income” should not bring about a reallocation of the 
income tax burden. 

Doubtless, this suggestion will inspire such questions as “Do you mean 
to say that I cannot make a valid gift to my wife?”’, and “Do you mean 
to say that my wife cannot hire me to run the corporation which I have 
given to her?” The first question has already been answered by the ma- 
jority of the Supreme Court insofar as family partnerships are concerned. 
It is difficult to believe that family corporations rest upon more conse- 
crated ground. 

As to the second question, it is, of course, true that where a gift of a 
controlling interest in a corporation is made, the donee can vote the trans- 
feror out of management. It is also true that the donee can himself exer- 
cise managerial control over the corporate affairs. It would seem, how- 
ever, that the tax consequences of transfers of stock as well as of the 
creation of family partnerships should be governed by what is actually 
done rather than by what could have been done. If a gift of stock, regard- 
less of the number of shares, brings about no substantial change in the 
manner in which the corporation is managed, but merely permits the trans- 
feror to assign dividends in excess of his needs, the income represented 
by such dividends should be attributed to him.™ 

One final word. Undoubtedly, it is not always a simple matter to deter- 
mine whether either the donor or donee of the stock is serving in a man- 
agerial capacity. Clearly, if the labors of the donor-husband continue, as 
before, to produce dividends without aid from the donee-wife, he should 
pay the tax on all the dividends. On the other hand, if the foreman of 
Amalagamated Anagrams, Inc. gives his wife ten shares of stock in the 
corporation which employs him, she should have the dubious pleasure of 


62 Counsel for the Government perhaps conceded more than was necessary during the 
argument of the Tower and Lusthaus cases before the Supreme Court. The following 
colloquy took place at that time: 

“Mr. Justice Reed: ‘Does that mean he (the husband) can’t give his wife a half 
interest in the stock?’ 

“Mr. Raum: ‘Yes, he could.’ 

“Mr. Justice Reed: ‘Does the Government contend that because the action is taken 
for tax purposes it should not be recognized?’ 

“Mr. Raum: ‘No.’” (14 U. S. L. Weex 3249.) 


63 Cf. Harry A. Greenberg, CCH T.C. Dec. 15,450(M) (Oct. 29, 1946). 

64 The same result should follow where the donor makes a gift of money which the 
donee thereupon uses to purchase stock from the donor. Where a husband and wife 
form a corporation in which the husband contributes 75 per cent of the capital as well as 
his services, and the wife contributes 25 per cent of the capital but no services, and they 
each receive 50 per cent of the stock, it may be appropriate to tax 75 per cent of the 
dividends to the husband and 25 per cent to the wife. Cf. Claire L. Canfield, 7 T.C. 944 


(1946). 
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paying the tax on her dividends. Between these two extremes, there lies 
a great variety of possible gradations in managerial participation by the 
donor and donee. Either of them may be an active director or officer or 
a mere figurehead. Either may operate from behind the scenes without 
holding formal office. Even if they refrain from giving frequent direc- 
tions to the directors and officers, the latter may be persons who were 
chosen because they would effectuate the policies of the donor or donee. 

Granted that the issue of “managerial participation” is a difficult one, 
the issue of “voting control” is not one with which we can live more 
comfortably. In any event, the question is not merely which of two alter- 
native methods should be selected as the means of preventing assignments 
of income through the use of family corporations. It is whether to adopt a 
method which promises a reasonable measure of success in precluding 
such assignments or one which does not. The appropriate choice seems 
clear. 

















Taxation of Insurance Companies 
CHARLES W. TYE 


“The public is not interested in this, they 
do not have to read it, and the people who 
deal with it are experts.” (sic) 

Dr. T. S. Apams, 1921 Senate Hearings 


H ISTORICALLY, under successive Revenue Acts until the 1921 Act, 
insurance companies of all kinds, except those specifically exempt, were 
taxed substantially the same way as other types of corporations. In 1921 
the Congress, realizing that essential accounting, reserve requirements 
and business differences made similar treatment next to impossible, en- 
acted special sections taxing insurance companies. Insurance companies 
were divided into three separate and distinct groups, with special sections 
applicable to each group of companies. The three groups consist of the 
stock and mutual life insurance companies, the stock insurance companies 
(other than life), and the non-exempt mutual companies.’ The special 
provisions taxing these groups are intended to reflect taxable income in 
a manner consistent with insurance company accounting and statutory 
requirements. More recently, all insurance companies have also been sub- 
ject to the excess profits tax, but they were never subject to the repealed 
capital stock tax and its complement the declared value excess profits tax. 
These groups will be discussed in the order of their importance from a 
revenue standpoint, starting with insurance companies other than life or 
mutual. 


INSURANCE COMPANIES OTHER THAN LIFE OR MUTUAL 


Insurance companies other than life or mutual (but including mutual 
marine companies and mutual fire insurance companies exclusively issu- 


Cartes W. Tye (University of Iowa, B.S.C., J.D., Leland Stanford University, 
LL.M.) is a member of the Iowa and California Bars; formerly Professor of Law, 
Pacific Coast University, and Special Attorney, Office of Chief Counsel, Bureau of 
Internal Revenue; Tax Counsel to Maryland Casualty Company, Baltimore, Maryland, 
1942 to date; lecturer at New York University Institute on Federal Taxation, and 
National Tax Association Conference; member of tax committee of Association of 
Casualty and Surety Executives and of Planning Committee of 1946 Institute on Federal 
Taxation; Chairman of round-table on insurance company taxation National Tax Asso- 
ciation Conference, Chicago, 1943. 

1 See discussion in 8 MERTENS, LAw oF FeperAL INcomE Taxation (1942) 6. 
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ing perpetual or refundable single premium policies)—that is, the stock 
casualty, surety, fire, marine, certain title guarantee and mortgage loan com- 
panies and the aforesaid mutual companies, are presently taxable under 
section 204. The returns, which must be on a calendar year basis, are filed 
on Form 1120; but, unlike the life and the section 207 mutual companies,’ 
section 204 companies may file consolidated returns with affiliates not 
taxable under section 204.° 

The year 1921 marks the beginning of the existing method of taxing 
these companies. Prior thereto they were taxed in substantially the same 
way as other corporations. Their “gross income” included all items of 
income that fell within the broad definition of that phrase as applied to 
other corporate taxpayers ; and their deductions were the same as allowed 
other corporations, except that, in addition, they were permitted to deduct 
(a) net additions required by law to be made to reserve funds during the 
taxable year, and (b) sums (other than dividends) paid within the tax- 
able year on policies.“ However, under the special sections enacted in 
1921, no longer could these companies deduct, as such, net additions re- 
quired by law to be made within the taxable year to reserve funds; and, 
in lieu thereof, a specific formula was provided for giving effect to the 
net changes in “unearned premiums” and “unpaid losses.” Originally tax- 
able income was limited to net “underwriting” and “investment” income. 
However, these provisions have been progressively expanded over the 
years, first to broaden the definition of “gross income” so as not to limit 
it to “underwriting” and “investment” income, and second to extend the 
scope of available deductions.° Thus, section 204 companies are still 
treated the same as other ordinary commercial and industrial corporations 
to the extent essential accounting and business differences permit similar 
tax treatment. 

Under the provisions of section 204, as amended by the 1942 Revenue 
Act, these companies are now taxed upon the combined gross amount 
earned during the taxable year from investment income and from under- 
writing income computed on the basis of the underwriting and investment 


2Instead of approaching the problem of the right to file a consolidated return from 
the viewpoint of a limited right, § 141(e), as amended by the 1942 Act, now treats “any 
corporation” as includible, if part of an “affiliated group,” as defined in subsection (d), 
except those which it lists. An “includible corporation” does not include an insurance 
company subject to taxation under §201 or 207, except as provided in §141(f). Reg. 
103, Sec. 19.141-2, as added by T.D. 5229, 1943-4 Int. Rev. Butt. 27. 

8 Sec. 204 companies, not being excluded under § 141(e), are “includible corporations.” 

4 Sec. 234(a) (10), 1918 Act. 

5 Secs. 246 and 247, 1921 Act. Gross income included only underwriting and investment 
income under the 1921, 1924 and 1926 Acts. Gain from the sale or other disposition of 
property was added by the 1928 Act. All other items constituting gross income was 
added by the 1932 Act. 
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exhibit of the annual statement approved by the National Convention of 
Insurance Commissioners; upon the gain during the taxable year from 
the sale or other disposition of property; and upon all other items con- 
stituting gross income under section 22. The mutual fire insurance com- 
panies, however, are not required to include in gross income the amount 
of single deposit premiums received. The reason such a mutual company 
is now taxable under section 204 rather than section 207 is that they derive 
most of their income from investments, and the method of taxation under 
section 207 does not permit deductions from such income for losses and 
expenses.° 

The determination of net investment income and underwriting income 
on an earned basis requires the application of a specific formula, patterned 
after the underwriting and investment exhibit of the annual statement, 
contained in section 204(b)(2), (3) and (4). “Investment income” is 
there defined as the gross amount of income earned during the taxable 
year from interest, dividends and rents, computed by adding to all inter- 
est, dividends and rents received during the taxable year the total of these 
items due and accrued at the end of the taxable year, and deducting from 
this total all interest, dividends and rents due and accrued at the preced- 
ing taxable year. Similarly, “underwriting income” means premiums 
earned on insurance contracts during the taxable year (less losses and 
expenses incurred) computed by deducting from gross premiums written 
the sum of return premiums and premiums paid for reinsurance, and add- 
ing thereto unearned premiums on outstanding business at the end of the 
preceding taxable year and deducting unearned premiums on outstanding 
business at the end of the taxable year. 

The only material change made in section 204(b) by the Revenue Act 
of 1942 was the inclusion in unearned premiums of life insurance re- 
serves, as defined in section 201(c)(2), pertaining to the life, burial, 
funeral or annuity business of an insurance company subject to tax under 
section 204 and not qualifying as a life insurance company under section 
201(b) of the Code. The Committee report indicates that this change, 
relating to the computation of premiums earned, was to permit a deduc- 
tion for life insurance reserves for which the Company would receive a 
“reserve and other policy liability credit” under sections 202 and 203 of 
the Code, if it could qualify under section 201 as a life insurance company." 

With respect to the gross income of these companies, the regulations * 

6 Sec. 135, Revenue Act of 1943, took certain fire mutual companies from § 207 category, 
and placed them under § 204. Appropriate exclusionary amendments were simultane- 
ously made to § 207. See Sen. Fin. Comm. Rep. No. 627, 78th Cong., Ist Sess. 70. 

7 Sec. 164(b) of the 1942 Act amended § 204(b) (5) to include a reference to life in- 
surance reserves as defined in § 201(c) (2). Reg. 111, Sec. 29.204-2, as amended by T.D. 


5369 (1944). 
8 Reg. 111, Sec. 29.204 (b)-1. 
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presumptively adopt the underwriting and investment exhibit of the annua) 
statement approved by the National Convention of Insurance Commis- 
sioners to the extent it is not inconsistent with the provisions of the Inter- 
nal Revenue Code. The regulations provide, however, that gross income 
does not include the increase in liabilities during the year on account of 
reinsurance treaties, remittances from the home office of a foreign insur- 
ance company to the United States branch, borrowed money, or the gross 
increase due to the adjustments in book value of capital assets. Also, by 
reason of the definition of investment income, miscellaneous items which 
are intended to reflect surplus but do not properly enter into the computa- 
tion of income, such as dividends declared to policyholders in their ca- 
pacity as such, home office remittances and receipts, and special deposits, 
are ignored. Further, the regulations provide that gain or loss from 
agency balances and bills receivable not admitted as assets on the under- 
writing and investment exhibit will be ignored, excepting only such agency 
balances and bills receivable as have been allowed as deductions for worth- 
less debts or, having been previously allowed, are recovered during the 
taxable year.° 

Before discussing specific problems, the following is a brief outline 
of the deductions and credits allowed by the Code: 

(a) Expenses incurred—These expenses must be shown on the annual 
statement approved by the National Convention of Insurance Commis- 
sioners. In determining the actual amount of the deductions all expenses 
unpaid at the end of the taxable year should be added to all expenses paid 
during the taxable year, and all expenses unpaid at the end of the preced- 
ing taxable year should be deducted. Any expense allocable to non- 
taxable income should be excluded.*° 

(b) Interest paid.** 

(c) Taxes paid.” 

(d) Losses incurred—The amount of the deduction is computed as 
follows: To losses paid during the taxable year, add salvage and rein- 
surance recoverable outstanding at the end of the preceding taxable year, 
and deduct salvage and reinsurance recoverable outstanding at the end 
of the taxable year. To the result so obtained add all unpaid losses out- 
standing at the end of the taxable year and deduct unpaid losses outstand- 
ing at the end of the preceding taxable year.* 

(e) Capital losses—These losses are subject to the general limitations 


® Supra note 7. 

10 T.R.C. § 204(b) (7). 
11 T.R.C. § 204(c) (2). 
12T.R.C. §204(c) (3). 
18 T.R.C. § 204(b) (6). 
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on capital losses. The capital loss carryover is, of course, available with 
certain limitations.** 

(f£) Losses from the sale or exchange of capital assets sold or ex- 
changed to obtain funds for the payment of abnormal insurance losses, 
or to provide for dividends and similar distributions to stockholders.” 

(g) Bad debts in the nature of agency balances and bills receivable 
which became worthless during the taxable year.** 

(h) Interest received upon obligations of a state, territory or a politi- 
cal subdivision or the District of Columbia, which under 22(b)(4) of 
the Code is excluded from gross income. In the case of regular taxpayers 
these items are excluded from gross income, but insurance companies 
must include the amounts in gross income and then take a deduction.” 

(i) Depreciation—The cost of furniture and fixtures, including costs 
previously charged off as expense in accordance with usual insurance ac- 
counting practices, should be capitalized as of the date of acquisition, and 
depreciation taken during the useful life of the asset.** 

(j) Charitable contributions—The 5 per cent limitation is applicable.” 

(k) Dividends paid to policyholders in their capacity as such. This 
permits the few participating stock companies to obtain the same deduc- 
tion permitted mutual companies. Mutual fire companies are not permitted 
this deduction.” 

(1) Net operating loss deduction.” 

(m) All other deductions provided in section 23, not otherwise listed 
in section 204 of the Code.” 

(n) Credit for partially tax-exempt interest, dividends received, for- 
eign taxes (and amounts subject to excess profits tax for years prior to 
1946) are allowed in the same manner as that permitted to other 
corporations.” 

As heretofore pointed out, underwriting income must be computed on 
an earned basis. The two major factors which determine this are un- 
earned premiums ** and unpaid !osses.** Since it is impractical to accu- 
mulate the amount of unearned premiums on each individual policy, a 
formula is used which assumes that the premiums are written on a level 


14T.R.C. § 204(c) (5). 

15 T.R.C. § 204(c) (5). 

16 T.R.C. § 204(c) (6). 

17 LR.C. §204(c) (7). 

18T.R.C. § 204(c) (8). 

19 T.R.C. §204(c) (9). 

20 T.R.C. §204(c) (11). 

21T.R.C, § 204(f), and § 26. 

227.R.C. § 204(c) (10). 

28 T.R.C. §204(f). 

241.R.C. §204(b) (4) and (5); Reg. 111, Sec. 29.204-1, as amended by T.D. 5369, 
1944-10 Int. Rev. Butt. 15. , 

25 L.R.C. § 204(b) (6) ; Reg. 111, Sec. 29.204-2. 
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throughout each month. Thus, at the end of the first month on one year 
business 1/24th of premiums written are earned on the average and 
23/24ths are unearned, at the end of the second month 3/24ths of the 
premiums are earned and 21/24ths are unearned, etc. In this way, the 
total unearned premiums are approximated. The difference between the 
amount of unearned premiums at the end of the taxable year, computed 
in this manner, and the amount at the beginning of the taxable year is 
the adjustment required to be made to written premiums in order to 
determine earned premiums. In this connection, after the enactment of 
the Revenue Act of 1942, regulations were promulgated clarifying the 
status to be accorded return premiums under a rate credit or retrospective 
rating plan based on experience. Under the regulations, such return 
premiums are includible in unearned premiums as follows: 

. . . In computing ‘premiums earned on insurance contracts during the 
taxable year’ the amount of the unearned premiums shall include . . . (2) lia- 
bility for return premiums under a rate credit or retrospective rating plan 
based on experience, such as the ‘War Department Insurance Rating Plan’ 
and which return premiums are therefore not earned premiums.”* 

The regulations do not specifically answer the question of the treat- 
ment to be accorded such unearned premiums upon release of liability 
with respect to return premiums on final adjustment of the retrospective 
rating plan. Presumably, however, the decrease in unearned premiums 
would be reflected as earned premiums, offset by the amount of the 
premium actually required to be returned under the contract of settle- 
ment. Inasmuch as the unearned premiums reserve represents a liability 
of an insurance company, the method of tax treatment accorded unearned 
premiums since 1921 is, of course, correct. 

The problem of “losses incurred” is more acute.” It has been the sub- 
ject of considerable controversy for the past decade. As already noted, 
computation thereof requires application of a formula involving paid 
losses, salvage and reinsurance recoverable outstanding at the beginning 
and end of the taxable year, and the increase or decrease in unpaid losses. 
There is no problem in connection with gross paid losses, but a recent 
proposed ruling published in the Federal Register on March 12, 1947, 
may materially affect the amount of net paid losses. In prior taxable 
years, most companies have reflected salvage only as it was reduced to 
cash rather than on an estimated recoverable basis. The proposed ruling 
provides : 

For taxable years beginning after December 31, 1946, that part of the deduc- 
tion for ‘losses incurred’ which represents an adjustment to ‘losses paid’ for 


26 Reg. 111, Sec. 29.204-2, as amended by T.D. 5369, 1944-10 Int. Rev. Butt. 15. 
27 See Tye, Unpaid Losses—Case V “Schedule P” Formula (1944) 22 Taxes 101; 
Tye, Tax Problems of Section 204 Insurance Companies (1946) 24 Taxes 109. 
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‘salvage and reinsurance recoverable’ shall include all salvage’in course of 
liquidation and all reinsurance in process of collection. 

This ruling apparently requires estimates of salvage recoverable for years 
beginning after 1946, irrespective of the usual practice of reflecting sal- 
vage on a cash basis only. The tax effect on any company in the transition 
year is difficult to predict, and will require careful analysis of the prior 
years’ salvage situation before any prediction could be made. 

In addition, the determination of unpaid losses for tax purposes, due 
to two entirely different methods of valuing such losses, has resulted in 
much confusion. 

In the first place, each unpaid claim is valued by a trained claim adjuster. 
The total value of the reserves so established on these individual cases 
is known as the “case” reserve. In contrast to this “case’’ method, on the 
three major casualty lines, i.e., workmen’s compensation, automobile and 
general liability, a formula reserve is required by state statutes. Under 
this formula, the companies are required to maintain a reserve for the 
claims on the latest three policy years at a level sufficient to produce, when 
added to paid losses and claim expense, an incurred loss ratio of 65 per 
cent in the case of workmen’s compensation and 60 per cent in the case 
of general liability and automobile. In this regard, experience discloses 
that in spite of ordinary conservative estimating the tendency is for the 
per case basis to be understated, much as a specific reserve for bad debts 
or accounts may be too low because the statistical situation is not taken 
into account. Statistically, it is not sufficient to include estimates for all 
reported cases on the basis of data on file, or even to hazard an estimate 
to cover undeveloped and incurred but not reported cases. This deficiency 
in the per case basis of estimating unpaid losses may, however, be offset 
by a general weighting of the reserve or by a statistical determination 
based on experience. It is in recognition of this situation, on the three 
major lines, that the statutory so-called “Schedule P” formula is required, 
as an alternative to “case,” where 60 or 65 per cent of earned premiums 
exceed the “case”’ estimates. 

That there is good reason for this formula treatment of these major 
lines can hardly be doubted. For the most part, the claims are paid over 
a long period of time. It has been found that over years of experience of 
all companies, these ratios are about the average experience. Also, it is 
felt that for rate making, company stability, and reserve adequacy, these 
ratios should be presumed to reflect adequately the first three years’ 
experience on all business written in these lines. 

However, the Bureau of Internal Revenue, since 1937, has taken the 
position that unpaid losses for income tax purposes are best represented 
by the “case” estimates, irrespective of the fact the states require the 
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formula reserve, if larger, to be included in the annual statement approved 
by the National Convention of Insurance Commissioners. This position 
is the direct result of the decision of the Board of Tax Appeals in the case 
of Pacific Employers Insurance Company,”* wherein the Board indicated, 
in disallowing a deduction for a formula reserve because of inconsistent 
treatment from year to year, that the proper use of the underwriting and 
investment exhibit of the annual statement “. . . is that of a guide and 
not a limitation on the application of the statute.” 

The Board and the Circuit Court of Appeals both held, in this respect, 
that although the law provides for the inclusion in gross income of invest- 
ment and underwriting income “. . . computed on the basis of the under- 
writing and investment exhibit of the annual statement . . . ,” this statu- 
tory provision for the use of the exhibit is limited to the determination 
of gross income and does not follow through to the determination of net 
income. Since the Commissioner in his regulations only presumptively 
recognizes the exhibit as properly reflecting net income, the Board held 
that reserves, even though required by state law, could not be deducted, 
citing the case of American Title Company.” The statutory provision 
covering the computation of loss deductions, however, merely provides, 


in part, that “. . . To losses paid during the taxable year, . . . add all 
unpaid losses outstanding at the end of the taxable year and deduct un- 
paid losses outstanding at the end of the preceding taxable year: . . .” °° 


The statute does not purport to define, specify or limit the method by 
which such computation is to be made. However, the regulations, since 
1942, have provided that in computing losses incurred the determination 
of “unpaid losses” at the close of each year must represent actual unpaid 
losses as nearly as it is possible to ascertain them—presumably on a case 
basis.** This amended regulation has been generally interpreted to mean 
that all companies must now use the “case” estimates rather than for- 
mula reserves. Subsequent decisions, however, tend to weaken this 
interpretation. 

Two recent cases are important in this regard. The first is the case of 
New Hampshire Fire Insurance Company.** There the Tax Court held 
that the Convention Form as understood, followed, and applied in the 
insurance world must control the computation of income of section 204 


28 33 B.T.A. 501, aff'd 89 F. (2d) 186 (C.C.A. 9th, 1937). Cf. Massachusetts Pro- 
tective Ass’n Inc. v. U.S., 22 F. Supp. 755 (1938), reversed and remanded in 114 F. 
(2d) 304 (C.C.A. Ist, 1940) ; G.C.M. 2332 VI-2 Cum. Butt. 262, dealing with title 
companies. 

29 29 B.T.A. 479, aff'd 76 F. (2d) 332 (C.C.A. 3rd, 1935). 
80].R.C. §204(b) (6). 

81 Reg. 111, Sec. 29.204-2. 

822 T.C. 708 (1943), aff'd 146 F. (2d) 697 (C.C.A. Ist, 1945). 
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insurance companies. The case involved the treatment of premiums on 
reinsurance ceded to a non-admitted company which is not recognized as 
a transaction for Convention Form purposes. The Tax Court stated the 
legislative history plainly shows that Congress was well aware of the 
difficulties of imposing a proper tax on a business so complex and tech- 
nical as insurance. It then reviewed excerpts from Committee hearings 
and made the following pertinent observations : 


Congress has seen fit to enact a special statute governing the imposition of 
tax upon ‘insurance companies other than life or mutual . . . in lieu of the 
tax imposed by sections 13 and 14.’ It established the Convention Form as 
the standard for determining the tax on such companies. Therefore, the Con- 
vention Form as understood, followed, and applied in the insurance world 
must control the computation of income of the petitioners, insurance com- 
panies other than life or mutual. 

The respondent argues that, since the various definitions contained in sec- 
tion 204(b) did not refer specifically to ‘unadmitted companies,’ ‘unauthor- 
ized reinsurance,’ and other such phrases, income from transactions with un- 
admitted companies should be included in the petitioners’ returns. However, 
as we have seen, this does not follow. The Convention Form itself ignores 
such items and usage, and the specific prohibition by state authority has com- 
pelled their omission. As was stated in the above quoted discussion of the 
Senate Finance Committee, the very terms of the Convention Form were in- 
corporated into the statute in their own ‘technical’ words. Congress has taken 
the Convention Form as its pattern for this peculiar legislation. It should be 
followed precisely according to its terms and as employed, accepted, and 
complied with throughout the United States.** 


The Circuit Court of Appeals affirmed the Tax Court’s decision, and 
the Commissioner did not seek certiorari—the implication being that an 
attempt would be made to either limit application of the case to reinsur- 
ance ceded to non-admitted companies, or to seek a conflict in another 
circuit. 

The next case, National Union Fire Insurance Company, involved 
not only transactions with unadmitted companies, but also the question 
whether agents and home office premium balances over 90 days past due 
at the end of the taxable year, even though not ascertained to have become 
worthless during the taxable year, are deductible. The Tax Court reaf- 
firmed the New Hampshire Fire Insurance ** case, and extended it to 
cover over 90 day balances, saying: 

. That issue was not directly involved in the New Hampshire Fire 


Insurance Co. case, supra. The rule recognized in that case, however, . . . is 
that ‘petitioner’s income tax returns must be based on the Convention Form 


88 Supra note 32 at 722, 723. 
84T.C. Memo Op. Dkt. 9116, P-H {[ 46, 260 (1946). 
85 Supra note 32. 














518 TAX LAW REVIEW [Vol. 2: 


and their income taxes computed on the basis of transactions there reported.’ 
In deducting the past due balances involved here, petitioner was treating such 
items in accordance with the Convention Form of Annual Statement sub- 
mitted as required to the Insurance Commissioner of the State of Pennsyl- 
vania. Hence, we think the disposition of this issue is likewise controlled by 
the decision in the New Hampshire Fire Insurance Co. case, supra. . . . 


Whether these decisions are an indication that the Tax Court would 
not now follow Pacific Employers ** and American Title Company * in 
cases involving unpaid losses is problematical. However, the fact the 
Tax Court did not cite or attempt to distinguish these earlier cases is 
significant in view of the distinction made in those cases, 1.¢., that the 
statutory provision for the use of the underwriting and investment ex- 
hibit is limited to the determination of gross income and does not follow 
through to the determination of net income. However, the Tax Court 
went very far when it used the language, “. . . It (annual statement) 
should be followed precisely according to its terms and as employed and 
complied with throughout the United States.” ** 

The Bureau has continued to insist upon the use of the “case” method, 
as evidenced by the 1942 regulation requiring unpaid losses at the end 
of each year to represent actual unpaid losses as nearly as it is possible 
to ascertain them.” In fact, some of the companies on audit were re- 
quired to adjust unpaid losses in prior years to the actual amounts dis- 
closed by the subsequent years’ developments. However, subsequent to 
the Tax Court’s decision in the New Hampshire Fire case, but before 
affirmance of it by the Circuit Court of Appeals, the Bureau’s policy as 
to subsequent development was altered. T.D. 5387 was promulgated to 
provide: 


For taxable years beginning after December 31, 1943, every insurance 
company to which this section applies must be prepared to establish to the 
satisfaction of the Commissioner of Internal Revenue that the part of the 
deduction for ‘losses incurred’ which represents unpaid losses at the close 
of the taxable year comprises only actual unpaid losses stated in amounts 
which, based upon the facts in each case and the company’s experience with 
similar cases, can be said to represent a fair and reasonable estimate of the 
amount the company will be required to pay. Amounts included in, or added 
to, the estimates of such losses which, in the opinion of the Commissioner, 
are in excess of the actual liability determined as provided in the preceding 
sentence will be disallowed as a deduction. For taxable years beginning after 
December 31, 1943, the Commissioner may require any such insurance com- 
pany to submit such detailed information with respect to its actual experience 


36 Supra note 28. 
87 Supra note 29. 
38 Supra note 33. 
89 Reg. 111, Sec. 29.204-2. 
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as is deemed necessary to establish the reasonableness of the deduction for 
‘losses incurred.’ *° 


There are probably two reasons for the promulgation of this ruling. 
First, the Commissioner wished to state an affirmative policy to be fol- 
lowed for years subsequent to December 31, 1943, in order to negative 
the implications of the New Hampshire Fire case. Second, adjustments 
on the basis of subsequent years’ developments as to years beginning 
prior to January 1, 1944, might have had the effect of materially increas- 
ing the excess profits credit during the base period for those companies 
using the average earnings method of credit. That is, if for the base 
period years 1936 through 1939, subsequent years’ developments on a 
case-by-case basis disclosed overestimations, losses incurred would have 
been reduced with corresponding increases in base period earnings. Ac- 
cordingly, the rule of subsequent developments will not be applied for 
years prior to January 1, 1944, except possibly in cases of obvious lump- 
sum loadings or other gross over-estimates. 

This rule of subsequent developments, if it were used as a basis for 
limiting deductions to the actual dollars and cents development rather 
than as a basis for testing the reasonableness of the original case esti- 
mates, would lead to the unfortunate result that section 204 companies, 
in effect, could file only tentative returns, as their actual tax liability could 
only be ascertained in some future year when the subsequent development 
has been determined. This would be totally unsatisfactory from the stand- 
point of both the Bureau and the companies. In recognition of this situa- 
tion, the Bureau will in practice allow a leeway on overestimations up to 
15 per cent. In other words, if an overestimation develops there would 
be no adjustment to losses incurred in prior years to the extent the over- 
estimation does not exceed 15 per cent. Only the excess over this per- 
centage would be excluded from incurred losses in the prior year. Such 
a rule, as a basis for testing the reasonableness of the original case esti- 
mates, is not only administratively feasible but is the practical solution 
to a most difficult problem. 

Section 204 companies are subject to the same capital loss limitations 
as other corporations, with one important exception.“ Since 1942, sec- 
tion 204(c)(5) permits an additional deduction for losses from capital 


#0 Reg. 111, Sec. 29.204-2 (successor to Reg. 103, Sec. 19.204-2, as amended by T.D. 
5387, 1944-14 Int. Rev. Butt. 19, approved July 1, 1944). 

#1. R.C. §204(c). A special rule is provided for the application of the five year capi- 
tal loss carryover provision of §117(e). Sée also Reg. 111, Sec. 29.204-3, as amended by 
T.D. 5369 (1944). Sec. 204(c) (11) was added in 1942 to provide “Dividends and similar 
distributions paid or declared to policyholders in their capacity as such.” The terms 
“paid or declared” shall be construed according to the method of accounting regularly 
employed in keeping the books of the insurance company. 


2 
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assets sold or exchanged in order to obtain funds to meet abnormal insur- 
ance losses and to provide for the payment of dividends and similar dis- 
tributions to policyholders. The underlying theory is that if an insurance 
company is required to sell or exchange capital assets to provide funds 
for these purposes, it should be able to take as an ordinary deduction 
excess capital losses over capital gains due to the involuntary nature of 
the sale or exchange. Under the statutory formula, capital losses will not 
be recognized as having been made for the specified purposes to the 
extent the gross receipts from the sale or exchange of capital assets, plus 
interest, dividends, rents and net premiums received, exceed the total of 
the dividends and similar distributions paid to policyholders as such, plus 
losses paid and expenses. If, by reason of a particular sale or exchange, 
the gross receipts are greater than the excess, the gross receipts and the 
resulting loss should be apportioned to sales made to obtain funds to meet 
abnormal insurance losses, and the excess included in the regular capital 
loss category. Further, capital losses actually used to reduce income in 
one year may not be used again in a later year as an offset against capital 
gains in that year. 

It is most difficult to visualize the actual operation of this statutory 
provision ; *? and it may be defective in certain respects.. For example, 
since “gross receipts from sale” is the test, it would seem necessary to 
identify the assets sold at a loss, the gross receipts from which, in apply- 
ing the statutory formula, determine whether excess losses are available 
as an offsetting item. Perhaps this identification is not required if there 
are, for example, abnormal insurance losses and the gross receipts from 
the sale of capital assets either before or after the abnormal loss situation 
develops, meet the statutory formula. This should be the rule. That is, 
if after applying the formula the gross receipts are not greater than the 
specified “excess,”’ it should be considered that capital assets were sold 
to meet these abnormal losses or other payments irrespective of the time 


42 The calculation may be illustrated as follows: Assume Corporation A has interest, 
dividends and rental income of $75,000, expenses of $35,000, and abnormal insurance 
losses of $60,000. In order to obtain funds to meet this loss it sells securities with a cost 
of $50,000 for $30,000. The loss of $20,000 will only be recognized as a capital loss 
incurred to obtain funds to meet an abnormal loss to the extent of $13,333.33, as follows: 








Cr MED ci kcccccsdecvetticessaveccecsteseese $30,000 
Be MD OO BON. ick vic ccnie coctsdccccsweed euewads cus 75,000 
$105,000 

MIE ais si cc Beata ence G6) lean See RAR $35,000 
Abnormal insurance losses..........ccccccccsscccescecs 60,000 95,000 
Amount of sales in excess of amount allowed..............+ $10,000 


Loss on sales of $20,000 ($30,000 less $10,000) will be recognized, but 
only to extent of $20,000 or $13,333.33. 
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of the sale or exchange in relation to these specified purposes, and whether 
the sale or exchange was voluntary or involuntary. Also, it would seem 
necessary to determine whether funds were needed for the specified pur- 
poses before excess losses could be utilized. The regulations do not spe- 
cifically define what is meant by abnormal losses. The usual insurance 
test is that losses in a given year over and above the preceding five years’ 
experience would be considered abnormal.“ 

Further, when one analyzes this new treatment of excess capital losses, 
the immediate reaction is that if losses and expenses plus distributions to 
policyholders actually exceed interest, rents, dividends and net premiums, 
there would be no net income left from which to deduct excess capital 
losses. However, the decrease in reserves during the taxable year might 
have the effect of producing taxable income, even where expenditures 
exceed income on a strictly cash basis. If there is no taxable income 
against which these excess capital losses could be used, then the limitation 
with respect to the carryover of such losses should be inoperative since 
not used to reduce taxable income. 

In addition to capital loss deductions and carryovers, section 204 com- 
panies are also entitled to the benefits of the net operating loss carryovers 
and carrybacks.** In this connection, most industrial companies having 
1946 net operating losses will recoup a substantial part of these losses 
through tax refunds resulting from carrybacks to the years 1944 and 
1945. Insurance companies, however, will receive little benefit from these 
provisions since a substantial part of their income consists of exempt and 
partially exempt interest and domestic dividends. Since adjustments must 
be made for such items in the determination of the net operating loss 
deduction,** the effect on insurance companies, in most cases, is greatly 
to reduce or entirely eliminate the carrybacks. As a hedge against this 
situation, in view of anticipated 1946 underwriting losses in excess of 
investment income some companies offset the current years’ net operating 
loss by selling securities to realize capital gains. In these cases it was 
found to be advantageous taxwise to offset capital gains with current 
operating losses, rather than to utilize a limited carryback of net oper- 
ating loss. 

The tax benefit doctrine, contained in section 22(b) (12), as extended 
by T.D. 5454,** is also available to insurance companies. Accordingly, 
both agency balances and salvage should be excluded as non-taxable in 


43 See Insurance Advocate, Nov. 7, 1942, p. 6. 

441.R.C. § 204(f), added by the 1942 Act, authorizing credits under § 26, which covers 
net operating losses. 

45 T.R.C. §122(b) (1) (2), and §122(c). 

46 1945-10 Int. Rev. Butt. 2. See Plumb, The Tax Benefit Rule Today (1943) 57 
Harv. L. Rev. 129, and Tye, Tax Benefit Developments (1946) 2 Tax L. Rev. 106. 
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the year recovered if no tax benefit resulted from the previous deduction 
of the agency balances as a bad debt or the surety loss. Although the 
regulations “’ interpreting section 22(b) (12) purport to deny its applica- 
bility to taxpayers using the reserve method, the position of the com- 
panies with respect to “salvage recovered” has been materially strength- 
ened by two recent Tax Court decisions. The first case, Beneficial Indus- 
trial Loan Corporation,** did not involve section 22(b)(12) but section 
711(a)(1)(E). However, the principles of that case, hereinafter com- 
mented on, appear to be equally applicable to a section 22(b)(12) re- 
covery. The other case, M & E Corporation,*® did involve section 
22(b)(12). The Tax Court indicated the aforesaid regulation might 
be challenged in a proper case: 

. . . We need not decide whether or not it is a proper regulation since it was 
not designed to cover a case like the present. 


The Ohio Loan & Discount case also tends to support the view that 
the attempted denial of the tax benefit doctrine to a taxpayer using the 
reserve method is invalid, although there too the precise question was 
not passed on. 

The section 204 companies were also subject to the regular excess 
profits tax. The only important change made in 1942 affecting such com- 
panies was the new provision which for the first time clarified the rela- 
tion of reserves to the invested capital credit." It was provided that 
reserves should not be included in “equity” invested capital but should be 
treated as “borrowed” capital. Specifically, this amendment provides, 
“, . in the case of an insurance company the mean of the pro rata 
unearned premiums at the beginning and end of the taxable year . . .” 
shall be included in borrowed invested capital. In other words, 50 per 
cent of the mean of the “unearned premiums” may be used in computing 
invested capital for purposes of the credit. 

In this connection, although the law ordinarily requires a computation 


47 Reg. 111, Sec. 29.22(b)(12)-1(a) (1). It provides: “The . . . ‘Section 22(b) (12) 
items’ in this section are only those for which a deduction or credit was allowed for a 
prior taxable year. Thus, if a bad debt was previously charged against a reserve by a 
taxpayer on the reserve method of treating bad debts, it was not deducted, and it is 
therefore not considered a Section 22(b)(12) item... .” See Tye, Tax Benefit Rami- 
fications in View of Recent Treasury Ruling (1946) N.Y.U. Fourta Annuat INstITUTE 
ON FEDERAL TAXATION, p. 699. 

487 T.C. No. 120 (1946). 

497 T.C. No. 149 (1946). 

503 T.C. 849 (1944). Reg. 111, Sec. 29.22(b)(12)-1(a) (1), discussed, but validity 
not passed on since not contended had retroactive application. Cf. Virginia-Lincoln 
Corp. v. Comm’r, 56 F. (2d) 1028 (C.C.A. 4th, 1932). 

S1T.R.C. §719(a)(3) and (4), added by Sec. 205(e), 1942 Act, treat unearned 
premiums and certain reserves of life insurance companies as borrowed capital. 
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of invested capital on a “daily basis,” no such “daily basis” computation 
is required with respect to unearned premiums of insurance companies. 
The law merely requires the use of the mean of the pro rata unearned 
premiums at the beginning and end of the year. It should also be noted 
that since return premiums under a rate credit or retrospective rating 
plan based on experience are deemed unearned premiums under the 
amended regulations, such return premiums, to the extent of 50 per cent 
thereof, are available in the computation of invested capital. Also, al- 
though the treatment of unearned premiums as borrowed capital is avail- 
able only for the year 1942 and subsequent years, refund possibilities 
exist by reason thereof if the addition of 50 per cent of the unearned 
premiums creates an unused credit. 

In connection with the computation of the invested capital credit the 
case of Federal Union Insurance Company™ is important. There the 
Tax Court rejected the contention of the Commissioner that reinsurance 
recoverable on unpaid losses and unearned reinsurance premiums does 
not constitute admissible assets for ratio purposes under section 720 of 
the Code. It sustained the Commissioner’s contention, however, that the 
unearned premium reserve is not a part of the accumulated earnings and 
profits for excess profits tax purposes, and therefore could not be included 
in “equity” invested capital as accumulated earnings and profits. This 
phase of the case is important only for years prior to 1942, since for 
years beginning in 1942, the unearned premium reserve is treated as 
“borrowed capital.” 

The status for excess profits tax purposes of salvage recovered after 
1940, allocable to surety deductions prior to 1940, has recently been clari- 
fied by the Tax Court in Beneficial Industrial Loan Corporation.®* That 
case involved recoveries during a consolidated period of a section 204 
company and its affiliates. The question was whether recoveries on claims 
paid prior to 1940 constituted “. . . income attributable to the recovery 
of a bad debt .. .” which, under section 711(a)(1)(E), should be 
excluded from excess profits net income for the taxable year 1940 
“. . . if a deduction with reference to such debt was allowable from 
gross income for any taxable year beginning prior to January 1, 1940.” 

The Commissioner argued against exclusion as follows: 

The recoveries of losses paid by the insurance subsidiaries constitute ‘sal- 
vage,’ within the meaning of section 204(b) (6) of the code, which serves to 
reduce the amount of ‘losses incurred’ during the taxable year. They are not 
recoveries of ‘bad debts.’ Section 33.31(a)(12) of Regulations 110 provides 
that ‘the consolidated excess profits net income shall be the consolidated nor- 
mal tax net income increased or decreased, as the case may be, by the con- 


525 T.C. 374 (1945). 
587 T.C. No. 120 (1946). 
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solidated section 711(a) adjustment’; and section 33.31(a) (13) defines the 
consolidated section 711(a) adjustment as ‘the net amount of the aggregate 
adjustments provided by section 711(a)(1) . . . computed and determined 
in the case of each affiliated corporation . . . in the same manner and sub- 
ject to the same conditions as if a separate return were filed. . . . Then, he 
continues, the loan subsidiaries have no bad debt deductions because they are 
indemnified by the insurance subsidiaries; and when the insurance subsidi- 
aries pay claims under their indemnity contracts, they obtain deductions, not 
for ‘bad debts,’ but for ‘losses incurred’ as defined in section 204(b) (6) of 
the code. Therefore, he argues that neither the loan subsidiaries nor the in- 
surance subsidiaries would have deductions for bad debts in separate returns ; 
that consequently neither would make recoveries of bad debts; and that the 
regulations prevent a different treatment in filing the consolidated return. 


The Tax Court thought this argument extremely technical; to sustain 
it, “. . . we should have to close our eyes to the practical aspects of the 
situation.” The Court observed that credit insurance is by its very nature 
“bad debt” insurance ; and, although intercompany credit insurance serves 
somewhat the same purposes as a bad debt reserve, it held the deductions 
which the insurance subsidiaries take are deductions which are allow- 
able “with reference to such debts” within the meaning of sections 


711(a)(1)(E). 


Lire INSURANCE COMPANIES 


Every life insurance company, stock or mutual, actually organized as 
a life or a health and accident company and which can otherwise qualify, 
is taxable under sections 201 to 203.°* The phrase “life insurance com- 
pany,” for federal income tax purposes, means a company engaged in the 
business of issuing life insurance and annuity contracts (separately or 
combined with health and accident insurance), or non-cancellable con- 
tracts of health and accident insurance; provided, however, that the re- 
serves which the company maintains to fulfill these contracts, and the 
unearned premiums and unpaid losses on the non-cancellable life, health 
or accident policies not included in life insurance reserves, must comprise 
more than 50 per cent of its total reserves.” 

This definition of a life insurance company makes necessary a clear 
understanding of the meaning of reserves. Because of the major changes 


54 Reg. 111, Sec. 29.201-3. Cf. C.P.A. Co. v. Comm’r, 134 F. (2d) 616 (C.C.A. 6th, 
1943) ; and General Life Ins. Co. v. Comm’r, 137 F. (2d) 185 (C.C.A. 5th, 1943). 

55 ].R.C. §201(b). The 1942 Act somewhat broadened and changed the definition of a 
life insurance company. In particular, it included companies engaged in issuing non- 
cancellable health and accident policies, and excluded, after December 31, 1943, certain 
burial and funeral benefit insurance companies. For years after December 31, 1943, these 
companies are taxable under either § 204 or § 207. 
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made by the 1942 Act, hereinafter discussed, it became fecessary to 
redefine the phrase “life insurance reserves” in that Act.®* It is defined 
in section 201(c)(2) as amounts which are computed or estimated on 
the basis of recognized mortality or morbidity tables and assumed rates 
of interest, and which are set aside to mature or liquidate, either by pay- 
ment or reinsurance, future unaccrued claims arising from life insurance, 
annuity, and non-cancellable health and accident policies (including life 
insurance or annuity contracts combined with non-cancellable health and 
accident insurance) involving, at the time the reserve is computed, life, 
health, or accident contingencies. Generally, such reserves, as in the case 
of level premium life insurance, are intended to, supplement the future 
premium receipts which would be inadequate to cover the increased risk 
in subsequent years. Although the unearned premiums on cancellable 
health and accident policies are not included in life insurance reserves, 
unpaid loss reserves for non-cancellable health and accident policies are 
included if actuarily computed on the basis of recognized mortality or 
morbidity tables and assumed rates of interest.*’ 

In the case of an assessment life insurance company or association, life 
insurance reserves include sums actually deposited with state or terri- 
torial officers pursuant to law as guaranty or reserve funds, and any funds 
maintained under the charter, articles of incorporation, or by-laws ap- 
proved by the state insurance commissioner." These funds must be held 
exclusively for the payment of claims, except that normal investment of 
the reserve fund to earn interest will not disqualify such a company for 
taxability as a life insurance company. This is true even though the 
interest accrues to the company and not to the fund. 

Reserves, other than as specifically set forth in section 201(c) (2), 
must be “required by law,” that is, either by express statutory provisions 
or by rules and regulations of the insurance department of a state, terri- 
tory, or the District of Columbia when promulgated in the exercise of 
statutorily conferred powers.*° However, meeting the test of being “re- 
quired by law,” without more, is not conclusive. It must also appear the 
reserve is within the technical meaning of “reserves” in the law of insur- 


56 Reg. 111, Sec. 29.201-4. 

57 Supra note 56. 

58 Supra note 56. 

59 Supra note 56. In any case where reserves are claimed, sufficient information must 
be filed with the return to enable the Commissioner to determine the validity of the 
claim. Only reserves which are required by law or insurance department rulings, which 
are peculiar to insurance companies, and which are dependent upon interest earnings for 
their maintenance will, except as provided in § 201(c)(2), be considered as life insur- 
ance reserves. A company is permitted to make use of the highest aggregate reserve 
required by any State or Territory or the District of Columbia in which it transacts busi- 
ness, but the reserve must have been actually held. 
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ance, which includes only such reserves as aid in determining what por- 
tion of the gross income constitutes the net income of a life insurance 
company. It must not only be characterized by some relationship to the 
value of outstanding policies, but constitute the fund reserved from 
premiums to meet policy obligations. Thus, for example, life insurance 
reserves do not include reserves maintained to provide ordinary operat- 
ing expense funds; the net value of risks reinsured in other solvent com- 
panies ; the liability for premiums paid in advance; the liability for de- 
ferred dividends declared or apportioned; the liability for dividends left 
on deposit at interest; the liability for accrued but unsettled known or 
unreported claims; or the liability for supplementary contracts not involv- 
ing life, health or accident contingencies.” 

Unless these life insurance reserves, plus any unearned premiums and 
unpaid losses on non-cancellable life, health or accident policies not in- 
cluded in life insurance reserves, comprise more than 50 per cent of the 
total reserves, the company does not qualify for taxation under the special 
life provisions of the Code, but is taxable under section 204 until such 
time as it does qualify. For example, in the case of Reserve Loan Life 
Insurance Company of Texas,* the Tax Court held that the taxable year 
as a life insurance company began March 23, 1940, within the language 
of section 203(a)(2). Although the Company’s charter was issued in 
November, 1939, and its officers negotiated with an Indiana company and 
rented an office building prior to March 23, 1940, when it acquired all 
the assets and assumed all the liabilities of such company, it was held to 
possess no reserve funds until that date. The most recent case dealing 
with this situation is National Reserve Insurance Company,® in which 
the Tax Court held the company qualified as a life insurance company 
because its life insurance reserves exceeded 50 per cent of its total reserves. 
The Tax Court held that minor expenses erroneously charged against 
the mortality fund and refunds to policyholders charged against the fund, 
as authorized by state law, did not impair the reserve fund and did not 
change its character. 


60 Reg. 111, Sec. 29.201-4. Cf. 8 Mertens, Law or FepERAL INCOME TAXATION (1942) 
§ 44.34, for view that reserves for supplementary contracts not involving life contin- 
gencies should be deducted. This view is strengthened by the changes made by the 1942 
Act, Sec. 201(c) (6)(B), expressly recognizing deductibility of amounts “in the nature 
of interest” paid during the taxable year on contracts not involving, at the time of 
payment, life, health or accident contingencies. See Equitable Life Assurance Society 
of U. S., 44 B.T.A. 293 (1941), aff'd 137 F. (2d) 623 (C.C.A. 2d, 1943), aff'd 321 U.S. 
560 (1944). 

61 ].R.C. § 204 is a catch-all section, covering all companies which are deemed insur- 
ance companies, but which do not qualify for taxation under either § 201 or § 207. 

624 T.C. 732 (1945). 
686 T.C. 473 (1946). 
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All life insurance companies, including qualified foreign life insurance 
companies carrying on life insurance business within the United States, 
are subject to both the normal tax and surtax. The normal tax is im- 
posed on the adjusted normal tax net income, as defined in section 202, 
and the surtax on the adjusted surtax net income, as defined in section 203, 
at the rates provided in section 13 or section 14(b) and in section 15(b). 

Gross income includes only investment income and not premium re- 
ceipts.** Net taxable income is defined as gross income less the following 
deductions and credits : 

(a) Interest on government obligation.™ 

(b) Investment expenses. Expenses which are clearly allocable to 
investments may be deducted in full. However, if any general expenses 
are included in investment expenses, the total deduction is limited to } 
of one per cent of the book value of the mean of invested assets held at 
the beginning and end of the year, plus } of the excess of the net income 
over an amount equal to 33 per cent of the book value of the mean of 
invested assets. In cases where the limitation on deductions applies, the 
invested assets include only those used to produce gross income of the 
company.” 

(c) Real estate expenses, taxes and depreciation. These items are de- 
ductible with respect to real estate owned by the company, pro-rated, how- 
ever, to the extent space is occupied by the company. The allowable de- 
ductions are limited to an amount which bears the same ratio to the total 
expense as the rental value of the space not occupied by the company 
bears to the rental value of the entire property. Expenses do not include 
amounts paid out for new buildings or permanent improvements made to 
increase the value of the property.” 

(d) The usual credits against net income are also available. However, 
two additional credits are allowed: (1) additions to “reserve and other 
policy liability credit,’’ and (2) adjustments for certain other reserves. 
These adjustments are most peculiar. 

The unique formula used in the computation of net taxable income of 
a life insurance company is clearly understandable only by reference to 
the historical development of the special provisions taxing such com- 
panies. Prior to 1921 the propriety, as well as the basis, of taxing the 


64 The 1942 Act made no change in the meaning of “gross income,” as originally 
adopted in 1942. 

65 T.R.C. §201(c) (7) (A). 

66 T.R.C. §201(c) (7) (B). 

87T.R.C. §201(c)(7)(C). Depreciation and obsolescence also available under 
§ 201(c) (7) (D). 

68 The credits under §26 are allowed in the manner and to the extent provided in 
§§ 13(a) and 15(a). See also §202 (a), (b) and (c); and Reg. 111, Sec. 29.202-1 and 
2 for examples of computation. 
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life companies was a matter of considerable confusion. Under the acts 
prior to 1921 the items of gross income and deductions of insurance 
companies were the same as those of ordinary corporations, except that 
premium receipts were included in gross income and special deductions 
were allowed designed to exempt from tax that part of income which the 
insurance company was obligated to apply to policy claims, return premi- 
ums and other obligations arising from its insurance contracts. The 
Supreme Court pointed out that under the earlier acts : 

Congress exempted certain co-operative enterprises from all income taxa- 
tion, among others, mutual savings banks ; but, with the exception of fraternal 
beneficiary societies, it imposed in express terms such taxation upon ‘every 
insurance company.’ °° 


Thus, life companies were made taxable under the same provisions as 
other companies in the Corporate Excise Tax Act of 1909. The 1909 
Act permitted the deduction of sums, other than dividends, paid on policy 
and annuity contracts and also permitted deduction of the net addition 
to reserve funds. At the time of passage of the 1909 Act, there was con- 
siderable objection voiced by the life companies, principally on the ground 
that the tax, in effect, was on the policyholders and therefore the com- 
panies should be exempt entirely. However, an amendment to the 1909 
Act which would have exempted all the mutual life companies was re- 
jected. When the 1913Income Tax Act was adopted, following passage 
of the Sixteenth Amendment to the Constitution, the companies again 
sought outright exemption, or at least that they should be permitted to 
deduct dividends paid to policyholders. The Congress refused to exempt 
the companies outright, but did amend the bill to permit life companies 
to exclude from gross income premiums actually refunded or credited to 
policyholders." These general provisions were continued with minor 
amendments up through 1921. 

When the 1921 Act was under consideration by Congress the life 
companies again challenged the existing method of taxation; and Con- 
gress renewed its study of the situation, particularly with respect to the 
proposition that inclusion of premium receipts in gross income was 
“. . . one of the faultiest parts of the income tax act.” In this con- 
nection, Dr. T. S. Adams, Tax Adviser to the Treasury Department, in 


69 Penn Mutual Life Ins. Co. v. Lederer, 252 U.S. 523, 534 (1920). 

701918 Act, Secs. 233 and 234; 1916 Act, Secs. 10 and 12; 1913 Act, Sec. II G. Under 
these Acts, premium receipts were included in gross income, but a reserve deduction was 
provided for the purpose of postponing taxation until these premium receipts were 
earned. Cf. Utah Home Fire Insurance Co. v. Comm’r, 64 F. (2d) 763 (C.C.A. 10th, 
1933), cert. denied 290 U.S. 679 (1933). 

71 Senate Hearings on H. R. 8245, 67th Cong., Ist Sess. (1921) 83. 
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recommending a new basis for the taxation of life insurance companies, 
advised the Senate Finance Committee : 

It has been suggested—and I think it is obviously sound—that the only 
true basis of income of a life insurance company is its investment income— 
interest, dividends, and rents which it receives. The premium payments it 
gets are a good deal like a bank deposit. When it takes them over it creates 
an obligation such as the obligation of a bank to return a deposit when it is 
called for."* 


As a result of these studies, clarification of the statute was attempted 
in 1921. Provisions were enacted taxing the life companies only on their 
net investment income. But of this investment income a sum necessary 
to maintain reserves at the levels required by state insurance laws designed 
to assure payment of the policies when due was made exempt from the 
tax. This exemption, carved out of investment income, was originally 
fixed at 4 per cent (33 per cent as to certain reserves) of the mean of 
the reserve funds required by law and held at the beginning and end of 
the taxable year, plus (in case of life insurance companies issuing poli- 
cies covering life, health, and accident insurance combined in one policy 
issued on the weekly premium payment plan, continuing for life and not 
subject to cancellation) 4 per cent of the mean of such reserve funds not 
required by law as the Commissioner deems necessary to protect policy- 
holders. In addition, 2 per cent of reserves held for deferred dividends, 
taxes and other real estate expenses, depreciation and interest were de- 
ductible from investment income. In short, the intent of the law which 
was enacted in 1921 was to limit taxable income to that received from 
investments (excluding capital gains) and to limit deductions to those 
allocable to investment assets. This new basis eliminated entirely premium 
income from taxation; and the troublesome question of the deduction of 
dividends was solved.” 

In return for this favorable treatment, the companies did not object 
to the enactment of a provision taxing the interest on government bonds 
they owned, since it was considered the otherwise tax-exempt features of 
such bonds were adequately covered by the so-called reserve earnings de- 
duction, whereby only the amount by which the 4 per cent of required 
reserves exceeded the tax-exempt interest was deductible. The validity 
of this concession by the companies was ultimately tested in the courts. 


72 Supra note 71. 

78 Secs. 242, 243, 244, and 245 of the 1921 Act. See Helvering v. Independent Life 
Ins. Co., 292 U.S. 371 (1934); Sen. Rep. No. 275, 67th Cong., Ist Sess. 20; and H. R. 
Rep. No. 350, 67th Cong., Ist Sess. 14. It is there indicated that the new provisions for 
the taxation of life insurance companies, which were drafted and enacted upon the recom- 
mendation of the companies themselves, were for the express legislative purpose of ter- 
minating the “constant litigation” experienced under the prior acts. 
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It was held by the Supreme Court in National Life Insurance Company v. 
United States ™* that this devious method was merely an indirect way of 
taxing exempt interest, and was therefore unconstitutional. The effect 
of the decision was to permit a double interest deduction. 

In 1932 the Congress attempted to amend the law to reflect this deci- 
sion. However, neither the original House version, which would have 
reduced the reserve earnings allowance to 34 per cent, nor the Senate 
Finance Committee’s proposal to the Senate to use a percentagc = ual to 
the rate of interest assumed by each company in computing its reserves, 
was adopted. What the Congress finally did, after extended testimony 
and debate, was to provide for the use of a fixed rate of 3} per cent of 
the reserves, except for the continued use of 4 per cent on business still 
on the books at rates of 4 per cent or more."* The Congress, under suc- 
cessive revenue acts, did nothing to remedy the overlapping of the tax- 
exempt interest deduction and the reserve earnings allowance. 

Accordingly, the life insurance companies were favored with unusual 
tax leniency, and paid very little tax in comparison with the volume of 
business done: first, because of the allowance of such a liberal deduction 
of 3} per cent for earnings needed to maintain reserves, although the 
average rate of interest earned by all life insurance companies, is less 
than 33 per cent, and the average rate of interest assumed in computing 
reserves is approximately 3} per cent ; second, because the companies were 
permitted a double deduction of their tax-exempt interest each year. This 
was due to the fact the total amount of tax-exempt interest was excluded 
from gross investment income, and the remaining taxable portion of such 
income was further reduced by the allowarice (at 32 per cent) for earn- 
ings on reserves. Although a portion of the earnings on reserves is de- 
rived from tax-exempt interest, the full amount of such reserve earnings 
was allowable as a deduction from gross investment income. Conse- 
quently, that part of tax-exempt interest used to maintain reserves (which 
includes the bulk of tax-exempt interest) was deductible twice, once by 
the exclusion of tax-exempt interest from gross investment income, and 
again as a part of the reserve earnings deduction. 

When the Revenue Act of 1942 was under consideration, the Treasury 
Department proposed the following more rigid basis for taxing the life 
companies: (a) the elimination of the double deduction of tax-exempt 
interest was to be accomplished by prorating it to the reserves and other 
funds, and reducing the reserve earnings allowance by the amount of 
tax-exempt interest allocable to reserves; (b) the formula for computing 
the reserve earnings allowance was to be a weighted average of a fixed 


74277 U.S. 508 (1928). 
75 J.R.C, §203(a) (2), which first appeared in the 1932 Act. 
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3} per cent rate and the actual rate assumed by the individual company 
in computing the reserve; (c) an adjustment of reserves up to 7 per cent 
was to be allowed those companies computing their reserves on the “pre- 
liminary term” rather than on the “level net premium” basis; and (d) the 
cancellable accident and health business was to be segregated and taxed 
separately under section 204 of the Code taxing casualty and surety com- 
panies, other than life and mutual. 

The companies, however, objected to most of these proposals, particu- 
larly with respect to the distribution of the tax burden; and suggested 
that the total tax liability of the industry be allocated among the com- 
panies in proportion to their net investment income. This was a most 
startling proposal, but it was ultimately adopted in principle by the 
Congress. 

The Revenue Act of 1942, as finally enacted, retained net investment 
income as the primary tax base. Premiums received are still not taxable. 
The basic changes relate to the computation of allowable deductions and 
credits. These changes are both unique as well as revolutionary. In order 
to determine the amount allowable as a deduction for earnings needed 
to maintain the required reserves, the amended law provides for a “re- 
serve and other policy liability” credit, in lieu of the old reserve earnings 
deduction, the deduction for interest paid, and for deferred dividends. 
This new “reserve and other policy liability” credit is a flat percentage 
of net investment income after deducting tax-exempt interest."° How- 
ever, the percentage is determined on the basis of the aggregate deduc- 
tions of all life companies for reserve earnings, deferred dividends, and 
interest paid. The same percentage is applicable to all companies, and 
is ascertained and announced for each taxable year by the Secretary of 
the Treasury, based on such data with respect to the life companies for 
the preceding year as the Secretary deems a representative average for 
the year involved. On the basis of the aggregate average deductions of 
all companies, the Acting Secretary of the Treasury has determined that 
the figure to be used in computing the “reserve and other policy liability 
credit” for the taxable year 1946 shall be .9595."" The net effect in 1946 
of this computation based on a .9595 figure is to tax the life companies 
at regular corporate rates on about 4 per cent of their investment income, 
with this percentage varying from year to year.” 

In arriving at the stated percentage figure to be used by the companies 


76 T.R.C. §202(b). 

77 T.D. 5547, 1946-26 Int. Rev. Butt. 7. 

78 For example, the credit for 1942 was fixed at .93 by T.D. 5188, 1942-2 Cum. Butt. 
151; at 9198 for 1943 by T.D. 5328, 1944-3 Int. Rev. Butz. 5; at .9539 for 1945 by 
T.D. 5486, 1946-1 Int. Rev. Butt. 6. 
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each year “adjusted reserves” is an important element to be considered. 
As is generally known, most reserve funds are computed by the life com- 
panies on the basis of a “level net premium.” However, some of the com- 
panies, in the early stages of operations, and many smaller companies, 
use some form of so-called “preliminary term reserve” method. Such a 
method requires lower reserves in the earlier years of the policy than does 
the “level net premium method.” Accordingly, in an attempt to equalize 
the determination of the reserve earnings deduction, the amended law 
permits an additional amount of 7 per cent of the reserves computed on 
such a preliminary term basis to be added in computing the “adjusted 
reserves.” * Although this attempt to avoid discrimination is admirable, 
in many cases it is purely illusory, since its purpose is defeated by the 
arbitrary spreading of the tax burden among all the companies. The 
reserve earnings rate is also one of the elements used in determining the 
percentage. The present rate is 3} per cent. It is determined by the use 
of a formula which substitutes for the old rate of 33 per cent a weighted 
average of 34 per cent and the actual rate of interest assumed by the 
companies in computing their reserves. The reserve earnings rate is 
calculated by adding 2.115 per cent (65 per cent of 3} per cent) to 35 
per cent of the average rate of interest assumed in computing life insur- 
ance reserves. The assumed average rate of interest is a weighted aver- 
age obtained by multiplying each assumed rate by the mean of the adjusted 
reserves at the beginning and end of the taxable year, and dividing by 
the mean of the total adjusted reserves at the beginning and end of the 
taxable year.*° : 

“Interest paid” is also a factor which enters into the computation of 
the credit. Prior to 1942, considerable confusion existed as to what was 
considered interest paid.’ This confusion was clarified by the 1942 act. 
For purposes of the credit, “interest paid” means interest paid on indebt- 
edness other than that incurred to purchase or carry tax-exempt securi- 
ties, except United States obligations issued after September 24, 1917, 
and originally subscribed for by the company; all amounts in the nature 
of interest, whether or not guaranteed, paid on insurance or annuity 
contracts, which, at the time of payment, do not involve life, health or 
accident contingencies ; and interest on dividends held on deposit and sur- 
rendered during the taxable year. It does not include interest paid on 


79 T.R.C. §201(c) (3) ; Reg. 111, Sec. 29.201-6. 

80 Sec. 201(c) (4). 

81 Cf. Equitable Life Assurance Soc. of U.S. v. Helvering, 137 F. (2d) 623 (C.C.A. 
24 1943), aff'd 321 U.S. 560 (1944). Sec. 201 (c)(6) (B) added by 1942 Act now 
cavers interest paid whether or not guaranteed. 
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deferred dividends the reserve for which is used in determining the policy 
and other liability credit.* 
The statutory formula,** which the Secretary of the Treasury must 
follow in prescribing the annual credit, is illustrated as follows: 
2 per cent of the reserves for deferred dividends... 10 
Retheteet GORE i. os 53 kn SURES E Be FEE Sees 20 


Reserve earnings rate times the mean of the ad- 
justed reserves at the beginning and end of the 


NY fe ORE et perenne 33 
ROME bind oVedesdee dtc VA UStpcEUne Ce be ds 63 
Divided by: 
Net incomes (without any deduction for tax-free 
RRR EE ay FTE 75 


Less: 3} per cent of the unearned premiums and 
unpaid losses on contracts other than life insur- 
ance on annuity contracts which are included in 
life insurance reserves. The unearned premiums 
shall be considered to be at least 25 per cent of 
the net premiums written during the taxable year 
OU DOU 2 occ cheeses resaastesteseaieescuns 5 


WORE i Ses The eh Oe WERE s cea cee 70 
The credit would be 63/70, or 90 per cent. 


The return is filed on Form 1120L; and consolidated returns may be 
filed only with affiliates similarly taxable under the special sections." The 
tax is calculated upon the “adjusted normal and surtax net income” which 
is the “normal and surtax net income” as generally defined for other 
corporations, less the “reserve and other policy liability credit,” and plus 
the “adjustment for certain reserves.” This “adjustment for certain 
reserves” applies only to a life company writing contracts other than life 
insurance or annuity policies, that is, those companies writing only can- 
cellable health and accident contracts. The original Treasury proposal to 
segregate such business was successfully opposed by the industry. Such 
companies are taxable on their investment income only, but they receive 
no allowance for interest on reserves. This is accomplished by adding 


82 Reg. 111, Sec. 29.201-5. 

88 ].R.C. §202(b). The formula is: The ratio which (1) the aggregate of the sums 
of (A) 2 per cent of the reserves for deferred dividends, (B) interest paid, and (C) the 
product of (a) the mean of the adjusted reserves at the beginning and end of the taxable 
year, and (b) the reserve earnings rate bears to (2) the aggregate of the excess of 
net income computed without any deduction for tax free interest, over the adjustment for 
certain reserves as provided in §202(c). 

84 A §201 company is not an “includible” corporation. 
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back to net income 3} per cent of the unearned premiums and unpaid 
losses. This 3} per cent is deemed equivalent to the amount which would 
otherwise be credited through the application of the percentage announced 
annually by the Secretary of the Treasury. However, even this principle 
was not consistently followed by the Congress, since companies writing 
policies predominantly on a weekly or monthly premium basis are deemed 
to have added to the unearned premium reserve an amount not less than 
3} per cent of 25 per cent of the net premiums written during the taxable 
year. The reason for this is to prevent such companies from enjoying a 
tax advantage because of low reserves.** 

In computing the excess-profits net income of life companies under 
the income credit method, the excess-profits net income, computed in the 
same way as required of other corporations, is multiplied by the pro- 
claimed percentage for the reserve and other liability credit. From this 
figure there is deducted 3} per cent of the unearned premiums and un- 
paid losses on contracts other than life or annuity contracts which are 
not included in life insurance reserves. However, there is no such ad- 
justment required for the base years. Under the invested capital method, 
there is deducted from normal tax net income 50 per cent of the excess 
of the product of the figure resulting from application of the percentage 
proclaimed by the Secretary of the Treasury and the excess-profits net 
income computed in the regular manner without the percentage, over 
34 per cent of the unearned premiums and unpaid losses on contracts 
other than life or annuity contracts which are not included in life insur- 
ance reserves. Also, where the invested capital method of credit is used, 
the companies may include as borrowed capital the mean of the pro rata 
unearned premiums at the beginning and end of the year, plus the mean 
of the amount of adjusted reserves, and the mean of reserves on insur- 
ance or annuity contracts which do not involve life, health, or accident 
contingencies.*° 


MutTua.L INSURANCE COMPANIES 


In the third category of insurance companies are all mutual insurance 
companies, other than life, marine, and mutual fire insurance companies 
exclusively issuing either perpetual policies or policies for which the 
sole premium charged is a single deposit which is refundable upon can- 
cellation or expiration of the policy. These mutual companies, if not 
exempt under section 101(11), are taxable under section 207. The re- 
turns are filed on Form 1120M;; and, as in the case of life insurance com- 


85 T.R.C. §202(c). Reg. 111, Sec. 29.202-2. 
86 See Lubin, What is a Life Insurance Company’s Invested Capital (1941) 19 Taxes 
406. 
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panies, they may not be consolidated except with affiliates ‘also taxable 
under section 207.*" 

Classified according to the character of income and methods of opera- 
tion, there are two principal types of mutual companies, other than life, 
marine, and certain mutual fire companies. They are: (1) those operat- 
ing on the assessment or premium deposit basis; and (2) those which 
collect a fixed, cash premium equivalent to that charged by the stock 
companies generally. 

Under the law prior to 1942, group (1) companies and many of the 
group (2) companies were entirely exempt from tax under section 
101(11). Though initially intended to benefit only the small local and 
farmers mutual companies, the exemption was in the course of time, 
broadened to include almost all mutual insurance companies, other than 
life. In addition, even companies not specifically exempt paid very little 
or no tax. The reason for this was that these companies were allowed a 
deduction for premiums retained for the payment of losses, expenses and 
reinsurance reserves. This provision was so broadly interpreted as to 
permit the deduction of all premiums, leaving only investment income 
taxable. But this, too, usually escaped tax because from an accounting 
standpoint the investment income was considered as first used to pay 
losses and expenses, with the result in most cases that the income retained 
was considered premium income and hence exempt. 

More specifically, section 207, as it existed prior to 1942, permitted 
mutuals to deduct: 

(A) The net addition required by law to be made within the taxable year 

to reserve funds ... ; and 

(B) The sums other than dividends paid within the taxable year on policy 

and annuity contracts. 


In addition to the foregoing, the following items were also allowed as 
deductions : 

In the case of mutual insurance companies (including inter-insurers and 
reciprocal underwriters, but not including mutual life or mutual marine com- 
panies) requiring their members to make premium deposits to provide for 
losses and expenses, the amount of premium deposits returned to their policy- 
holders and the amount of premium deposits retained for the payment of 
losses, expenses, and reinsurance reserves.** 


This latter provision has remained virtually unchanged for twenty 
years ; and the language prohibiting deduction of dividends first appeared 
in the Corporate Excise Tax Act of 1909 and has never been changed 


87].R.C. §141(e) and (d), except as provided in § 141(f). 
88 Sec. 207(c) (3), 1938, 1936, 1934 Acts; Reg. 111, Sec. 29.207-6; 8 Mertens, Law or 
FeperaL INcoME Taxation (1942) 225, 226. 
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since that date. However, it appears most mutuals treat dividends to 
policyholders as, in reality, return premiums with the result that no tax 
is paid on such funds by the company. 

Because of the fact that larger so-called commercial mutuals paid little 
or no tax, the Congress and the Treasury Department made a thorough 
study of the situation in 1941 and 1942. The Treasury proposed a 
thorough-going reform of the exemption provisions and the method of 
computing the taxable income. It proposed that exemption be granted 
only to companies which (a) had either a net income of less than $25,000 
or assets of less than $100,000, (b) carry no insurance of more than 
$50,000 on any one property, and (c) carry no insurance on other than 
a mutual basis. This would have limited the exemption to the small, 
strictly mutual companies. Also, the inclusion of a test based on assets 
would have enabled most of the small mutual companies to determine 
immediately their tax status without having to make the more detailed 
calculations involved in computing their taxable income. The taxable 
income was to be determined in much the same way as the taxable 
income of stock companies other than life, except that a deduction was 
allowed for reserves credited to individual policyholders that represented 
return premiums. The net effect of this proposal was to tax the increase 
in unapportioned surplus plus investment income available for the pay- 
ment of dividends. The original House bill was patterned after the 
Treasury proposal.*® 

The Senate, however, substituted its own basis after considering, at 
length, the House proposal. The report of the Senate Finance Committee 
gives part of the story leading to the defeat of the House bill. It is pointed 
out that mutuals, under the House bill, were to be taxed on the basis of 
underwriting and investment income, substantially the same as the stock 
companies, with special deductions only as to dividends to policyholders 
and surplus apportioned to policyholders, which would have involved“. . . 
concepts generally novel to the business of writing insurance.” Presum- 
ably, the “novel concept” was the fact that indirectly annual additions to 
unapportioned surplus would have been taxed. The Committee also ob- 
served: “Your committee carefully considered the House bill plan and 
various modifications of it in attempting to define and tax underwriting 
income in an equitable manner. No adequate method to accomplish that 
result was developed.” *° Just why a method could not have been de- 
veloped remains a mystery, since in the abstract the problem does not 
appear to be insoluble. 

The Senate Finance Committee then proposed a substitute (substan- 


89 Sen. Fin. Comm. Rep. No. 1631, 77th Cong., 2nd Sess. 31. 
90 Supra note 89. 
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tially adopted) which taxed the mutuals upon either of two bases, which- 
ever produced the greater tax. The report continues: “One of these bases 
is net investment income, to which are applied the rates applicable to cor- 
porate incomes generally. The other base is the gross amount of income 
from interest, dividends, rents, and net premiums, less dividends to policy- 
holders and wholly tax-exempt interest. To this base the rate of 1 per 
cent is to apply . . . Reciprocal underwriters and inter-insurers are sub- 
ject to the net investment income tax and not to the 1 per cent tax.” ** The 
House made only clarifying amendments to this Senate substitute proposal, 
except to exempt reciprocal underwriters and inter-insurers unless their 
surtax net income exceeds $50,000. 

The 1942 amendments did several things. They excluded from taxa- 
tion under section 207 mutual marine companies and transferred this 
group to the section 204 stock companies, other than life.°*? They amended 
section 101(11) to exempt all mutuals whose gross receipts from inter- 
est, dividends, rents and premiums do not exceed $75,000. The Senate 
Finance Committee’s report indicates that over 80 per cent of all mutual 
companies will be exempt from tax and even from filing returns under 
this amendment. Section 207 was then amended to provide for the 
taxation of those mutuals not exempt under section 101(11). 

For years beginning prior to January 1, 1946, either of the following 
two bases of taxation must be used, depending on which produces the 
greater tax: ** (1) If the corporation surtax net income is over $3,000, 
compute the normal tax on normal tax net income at rates provided in 
section 13 or section 14(b), or 30 per cent of the amount by which the 
normal tax net income exceeds $3,000, whichever is the lesser ; and com- 
pute the surtax on the surtax net income, computed at the rates provided 
in section 15(b), or 20 per cent of the amount by which the corporation 
surtax net income exceeds $3,000, whichever is the lesser; (2) If the 
gross amount of income from interest, dividends, rents, and net premiums, 
minus dividends to policyholders and minus wholly tax exempt interest, 
exceeds $75,000, a tax of 1 per cent is imposed on the entire amount, in- 
cluding the first $75,000, or 2 per cent of the excess so computed over 
$75,000, whichever is the lesser, over the amount of the tax imposed 
under Subchapter E of Chapter 2. 

Notch provisions govern the tax of companies with income slightly in 
excess of the aforesaid limits. For years beginning after December 31, 


91 Supra note 89. See also H. R. Rep. No. 2586, 77th Cong., 2d Sess., 53, 54. 

92 Reg. 111, Sec. 29.204-1, as amended by T.D. 5369. Appropriate exclusionary amend- 
ments were also made to § 207. 

98 Reg. 111, Sec. 29.101(11)-1. 

% T.R.C. § 207(a) ; Reg. 111, Sec. 29.207-1(b). 
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1945, if the surtax net income is not more than $6,000 the surtax is limited 
to 12 per cent of the amount by which “corporation surtax net income” 
exceeds $3,000. Stated simply, this rather complicated set-up results in 
the non-exempt mutual companies, other than life, marine and mutual 
fire companies exclusively issuing perpetual or refundable single premium 
policies, being taxed on either their net investment income at regular nor- 
mal and surtax rates (subject to the limitations mentioned), or on the 
sum of their gross investment income and net premiums at 1 or 2 per 
cent (subject to certain notch provisions), whichever produces the larger 
tax.®° Generally, the other provisions of section 207 are patterned after 
section 204, including the special treatment accorded capital losses incurred 
to meet abnormal insurance losses and to provide for the payment of 
dividends and similar distributions to policyholders.” 

Special treatment is also accorded those mutual companies which are 
inter-insurers or reciprocal underwriters. The flat exemption of $75,000 
is the same. However, the surtax net income exemption of investment 
income is $50,000 rather than $3,000. Accordingly, if the surtax net 
income exceeds $50,000, such mutuals pay a tax at regular normal rates, 
or at 48 per cent of the amount by which the normal tax net income ex- 
ceeds $50,000, whichever is smaller ; and a surtax at regular surtax rates, 
or at 32 per cent of the amount by which the surtax net income exceeds 
$50,000, whichever is smaller.°* For years beginning after December 31, 
1945, the 32 per cent rate is changed to 28 per cent.** The 1 or 2 per 
cent alternative rate is not available to inter-insurers and reciprocals. 

Although the mutual companies were subject to the excess profits tax, 
probably no mutual company has actually paid any such tax. In the event 
any company were liable for an excess profits tax, the tax is a direct offset 
against the 1 or 2 per cent alternative tax, above mentioned.” 


®5 Supra note 94, and Reg. 111, Sec. 29.207-1(c) for taxable years beginning after 
December 31, 1945. 

967.R.C. §207(b)(4)(F). Example: The Y Company sells capital assets in order 
to obtain funds to meet abnormal insurance losses and to provide for the payment of 
dividends and similar distributions to policyholders. The gross receipts from the sale 
are $60,000, resulting in losses of $20,000. It pays dividends to policyholders of $150,000, 
losses of $25,000, and expenses of $25,000. It receives interest of $50,000, dividends of 
$5,000, rents of $4,000, and net premiums of $66,000. The excess of the sum of dividends, 
losses, and expenses paid ($200,000) over the sum of interest, dividends, rents, and net 
premiums received ($125,000) is $75,000. As the gross receipts from the sale of capi- 
tal assets ($60,000) do not exceed such excess ($75,000), the losses of $20,000 are allow- 
able as a deduction from gross investment income. 

*T L.R.C. §207(a) (3) (A) and (B). 

*8 Reg. 111, Sec. 29.207-1(c), as amended by T.D. 5497, 1946-6 Int. Rev. Butt. 6, 
z~proved Feb. 27, 1946. 

** IL.R.C. §207(a) (2). 
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CONCLUSION 


When the 1921 Act was being studied by members of the Senate 
Finance Committee, certain members of the Committee objecting to the 
confusing phraseology of some of the proposed provisions were informed 
by Dr. T. S. Adams, Tax Adviser to the Treasury Department, that: 

Only experts are interested . . . that language merely repeats the lan- 
guage of the present law, language which the companies themselves pro- 
posed and which they understand . . . Every word of the phraseology of 
that section has been gone over by insurance experts of the very highest cali- 
ber. Only a few people are involved. The public is not interested in this, 
they do not have to read it, and the people who deal with it are experts. Every 
word of that phraseology was presented to the insurance officials, and only 
those companies who are involved must understand it.*°° 


The provisions taxing insurance companies are probably still intelli- 
gently comprehensible only by those who have a clear working knowledge 
of the insurance industry. It is hoped this analysis of the statutory pro- 
visions and of the tax problems confronting the insurance industry will 
help those who are not familiar with the industry to understand how it 
is taxed. 


100 Senate Finance Committee Hearings on H. R. 8245 (1921) 87, 92. 

















Tax Aspects of Commodity Futures 
Transactions With a Business 
Purpose 


CLIFFORD H. RICH anp BENJAMIN N. RIPPE 


en publicity accorded some speculative operations in commodity 
futures * has tended to obscure the fact that quite as many futures deal- 
ings are motivated wholly by business considerations, such as the need 
of producers or manufacturers to hedge against unfavorable price fluc- 
tuations. The purpose of this paper is to explore the income tax aspects 
of both hedging transactions and other futures operations which arise as 
a result of the exigencies of business, and to consider whether and to 
what extent such futures transactions receive, or should receive, a different 
tax treatment from that accorded to speculative dealings in futures.’ 


I. HistoricAL BACKGROUND 


A. Futures Transactions Prior to the Revenue Act of 1934. At present 
the tax problem of chief concern in connection with commodity futures 
transactions is whether an expense or loss incurred in a particular opera- 
tion should be treated as.a business expense or loss on the one hand, or 
a capital loss on the other.* Although this distinction has serious tax 


Currrorp H. Ricu (A.B., LL.B., Harvard University) is a member of the New York 
Bar and partner of Arent & Freidberg; former Assistant United States Attorney; mem- 
ber of Tax Committee of New York County Lawyers Association. 

BENJAMIN N. Ripre (A.M., Harvard University; LL.B., Brooklyn Law School) is 
a member of the New York Bar and partner of Wilson, Frutkin & Waldie. 

1A futures transaction involves an agreement to sell a commodity to be delivered on 
any day during a designated future month, but does not include the sale of a cash com- 
modity for deferred shipment or delivery. See 42 Star. 998 (1922) 7 U.S.C. §2. The 
term “cash” commodity is not used in contradistinction to “credit” but refers to a specific 
commodity actually in the seller’s possession, or to a designated quantity and grade “to 
arrive” in the near future. See Patterson, Hedging and Wagering on Produce Exchanges 
(1931) 40 Yate I J. 843, 846. Transactions in futures are regulated, in general, by the 
Commopity Excuance Act, 42 Stat. 998 (1922) 7 U.S.C. §§ 1-17a. Cotton futures are 
also regulated by the Corron Futures Act (I.R.C. §§ 1920-1935) which purports to be 
a revenue measure. 

2For a discussion, not involving tax treatment, of the nature of transactions in com- 
modity futures, see Patterson, Hedging and Wagering on Produce Exchanges (1931) 
40 Yate L.J. 843. 

8 In an extreme case a futures dealing might be held to be a wager subject to the pro- 
visions of I.R.C. §23(h). See note 22, infra. 
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consequences today, prior to the Revenue Act of 1934 the problem was 
academic. Before the passage of that Act, the statutory definition of a 
capital asset excluded any property held for less than two years.* Since, 
under the rules of the various exchanges, commodity futures transac- 
tions have always been required to be closed out in a shorter period than 
two years,” any losses resulting therefrom were deductible in full under 
pre-1934 Acts, and tax considerations applicable to capital assets ° could 
be ignored where futures transactions were concerned. By the same 
token, gains on such transactions were taxable in full. 

The first significant change in tax treatment of assets held for less 
than two years was made by Sections 23(r) and 23(s) of the Revenue 
Act of 1932. Section 23(r) provided that losses from the sale or ex- 
change of stocks and bonds held for less than two years (which, by defi- 
nition, were non-capital assets) should be allowed only to the extent of 
gains from such sales or exchanges. The Senate Finance Report’ indi- 
cated that the object of this Section was to eliminate tax avoidance by 
individuals resulting from the deduction in full of losses taken for that 


# Revenue Act of 1932, Sec. 101(c) (8) provided: 


“‘Capital assets’ means property held by the taxpayer for more than two years 
(whether or not connected with his trade or business), but does not include stock in 
trade of the taxpayer or other property of a kind which would properly be included in 
the inventory of the taxpayer if on hand at the close of the taxable year, or property 
held by the taxpayer primarily for sale in the course of his trade or business. 

Similar provisions had been contained in the Revenue Acts of 1928, Sec. 101 (c) (8) ; 1926 
and 1924, Sec. 208(a) (8) ; and 1921, Sec. 206(a) (6). 


5 Maximum delivery periods under typical commodity futures contracts are as follows: 


Cotton and wool....... Current month and 17 succeeding calendar months. 
Cottonseed oil ........ Current month and 11 succeeding calendar months. 
BE ks waist snerhons Approximately 12 months (when trading in any current de- 


livery month ceases trading in the corresponding delivery 
month of the next year may commence). 
SE. nnnkcccsanwes ten Current month and 7 succeeding calendar months. 
However, futures contracts are almost invariably closed out before the settlement date 
arrives. Meyer, THE Law or Stock Brokers AND Stock ExcHanceEs (1931) 233. 


6 Under the Revenue Acts from 1921 through 1932, taxpayers other than corporations 
had an option to be taxed on capital net gains at a flat rate of 124%. See 1921 Act, 
Sec. 206; 1924 and 1926 Acts, Sec. 208; 1928 and 1932 Acts, Sec. 101. The Revenue Acts 
from 1924 through 1932 limited the deduction for losses sustained by taxpayers other than 
corporations on sales or exchanges of capital assets (held for more than two years) to 
the same 123%. See 1924 and 1926 Acts, Sec. 208(c) ; 1928 and 1932 Acts, Sec. 101(b). 
This special tax treatment of capital gains and losses was not applicable to corporations 
until the Revenue Act of 1934. Cf. note 11, infra. 

7 1939-1 Cum. Butt. (Part 2) 496. The Report states in part (id. at 508): 

“Many taxpayers have been completely or partially eliminating from tax their income 
from salaries, dividends, rents, etc., by deducting therefrom losses sustained in the stock 
and bond markets, with serious effect upon the revenue. It is apparent that a number 
of these losses are taken for the sole purpose of tax avoidance. 

To the same effect see House Ways and Means Comm. Rep., 1939-1 Cum. Butt. 


(Part 2) 457, 465. 
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purpose on the sale or exchange of stocks and bonds not covered by the 
statutory definition of capital assets. Because stocks and bonds held for 
more than two years were already considered capital assets, the Section, 
for all practical purposes, eliminated full and free deduction by individuals 
of stock and bond losses. 

The same result was achieved in respect of short sales * of stocks and 
bonds by Section 23(s), which provided that gains or losses from such 
short sales should be considered as gains or losses from ordinary sales 
or exchanges of stocks and bonds held for less than two years.” 

Since both Sections 23(r) and 23(s) of the Revenue Act of 1932 were 
applicable only to stock and bond transactions, gain or loss on sales (short 
or long) of other property held less than two years was still considered 
as ordinary gain or loss.*® At this point, therefore, gains or losses on any 
transactions in commodity futures were necessarily recognized in full by 
virtue of the requirements of the exchanges that such assets be disposed 
of in less than two years. 

B. Changes Effected by the Revenue Act of 1934. The Revenue Act 
of 1934 effected a major change in the definition of capital assets by com- 
pletely abolishing the time element as a basis of distinction between capi- 
tai and non-capital assets." The elimination of the two-year holding 


8 The Supreme Court has defined a short sale as “. . . a contract for the sale of shares 
which the seller does not own or the certificates for which are not within his control so 
as to be available for delivery at the time when, under the rules of the Exchange, de- 
livery must be made.” Provost v. United States, 269 U.S. 443, 450-51 (1926). Although 
this definition was directed at a short sale of securities, the underlying principle applies 
to all short sales. A short sale has also been described in very broad terms as “a sale 
which creates a debt in terms of goods.” MEEKER, SHorT SELLING (1932) 19. 

For a discussion of federal taxation of short sales of securities, see Note (1943) 56 
Harv. L. Rev. 274. 

® Senate Finance Comm. Rep., 1939-1 Cum. Butx. (Part 2) 496, 510, states: 

“Subsection (s) requires that gains or losses from short sales of stocks and bonds, 

. , Shall be treated as gains or losses from the sale or exchange of stocks and bonds 
held for less than two years. Your committee is of the opinion that there should be no 
distinction between such transactions and sales or exchanges of stocks and bonds. Ac- 
cordingly, the limitation on stock losses is extended to this type of transactions.” 

And see House Ways and Means Comm. Rep., 1939-1 Cum. Buty. (Part 2) 457, 466. 

10 Certain losses by individuals, of course, have always been subject to the limitations 
presently contained in I.R.C. §23(e), which has existed, in substantially the same form, 
since 1918. 

11 Revenue Act of 1934, Sec. 117(b), defined capital assets as follows: 

“For the purposes of this title, ‘capital assets’ means property held by the taxpayer 
(whether or not connected with his trade or business), but does not include stock in 
trade of the taxpayer or other proveky of a kind which would properly be included in 
the inventory of the taxpayer if on hand at the close of the taxable year, or property 
held by the taxpayer primarily for sale to customers in the ordinary course of his trade 
or business.” 

The definition of “capital assets” presently contained in I.R.C. §117(a)(1) is, with cer- 
tain additions not here material, identical with the above. See note 4 supra for a com- 
parison with the definition of capital assets under the Revenue Act of 1932. 
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period as a factor in determining the tax character of an asset made it 
important, for the first time, to analyze the nature of a futures transaction 
in order to determine whether the resulting gain or loss was capital or 
non-capital. 

In considering the nature of a contract to buy or sell commodities for 
future delivery under the new definition of capital assets, courts have 
held that it is neither stock in trade nor property held primarily for sale 
to customers.** Likewise, the authorities indicate that futures contracts 
are ordinarily not includible in inventory.** Thus, a commodity futures 
contract would normally be considered a capital asset within the new 
statutory definition ; and any gain or loss resulting from dealings in such 
contracts would therefore be subject to the special limitations applicable 
to capital gains and losses. Furthermore, gain or loss resulting from a 
short sale of a futures contract would be subject to the capital gain or 
loss provisions not only by virtue of the new definition of capital assets, 
but also because of an additional provision contained in the 1934 Act 
that all short sales of property be treated as sales or exchanges of capital 
assets.** 


The period for which an asset is held is now significant only in determining whether 
a capital gain or loss is long or short term. I.R.C. §117(a) (2),(3),(4),(5). 

Another substantial change effected by the Revenue Act of 1934 was that the limita- 
tion on the deduction of capital losses was made applicable to corporations as well as 
individuals. See Revenue Act of 1934, Secs. 117(d) ; 23 (j) ; cf. note 6, supra. For a gen- 
eral discussion of the changes in the capital gain and loss provisions resulting from the 
Revenue Act of 1934 see Hendricks, Federal Income Tax: Capital Gains and Losses 
(1935) 49 Harv. L. Rev. 262. ‘ 

12 Comm’r v. Banfield, 122 F. (2d) 1017 (C.C.A. 9th, 1941) ; Estate of Dorothy Mak- 
ransky, 5 T.C. 397 (1945), aff'd, 154 F. (2d) 59 (C.C.A. 3d, 1946) ; Tennessee Egg Co., 
47 B.T.A. 558 (1942); see Comm’r y. Covington, 120 F. (2d) 768, 771 (C.C.A. 5th, 
1941), cert. denied, 315 U.S. 822 (1942). 

18 Reg. 111, Sec. 29.22 (c)-1; Estate of Dorothy Makransky, 5 T.C. 397 (1945), 
aff'd, 154 F. (2d) 59 (C.C.A. 3d, 1946) ; Farmers & Ginners Cotton Oil Co., 1942 P-H 
T.C. Mem. Dec. § 42,120, aff’d, 130 F. (2d) 941 (C.C.A. 5th, 1942) ; Tennessee Egg Co., 
47 B.T.A. 558 (1942); see Comm’r vy. Covington, 120 F. (2d) 768 (C.C.A. Sth, 1941), 
cert. denied, 315 U.S. 822 (1942). But see Comm’r v. Banfield, 122 F. (2d) 1017, 1020 
(C.C.A. 9th, 1941); Ben Grote, 41 B.T.A. 247, 248-249 (1940); cf. Reg. 111, Sec. 
29,.22(d)-1, and Bureau Letter dated Sept. 12, 1940, 1 P-H 1947 Fed. Tax Serv. {| 9782-B 
(indicating that under the elective inventory method, futures contracts may, in certain 
cases, be considered in determining the cost of goods sold). While dealers in cotton, 
grain, and other commodities on organized exchanges may inventory at market, offset- 
ting open hedges at market against spot or future sales or purchases, this is not allowed 
in respect of purely speculative futures transactions; and even in respect of hedges, this 
inventory practice is not available to manufacturers. I.T. 3123, 1937-2 Cum. Butt. 114; 
G.C.M. 18658, 1937-2 Cum. Butt. 77; G.C.M. 17322, XV-2 Cum. Butt. 151 (1936) ; 
S.M. 5693, V-2 Cum. Butt. 20 (1926); S.R. 5084, IV-2 Cum. Butx. 120 (1925); L.T. 
1166, I-1 Cum. Buty. 52 (1922); A.R.M. 135, 5 Cum. Buti. 67 (1921); cf. H. Elkan 
& Co., 2 T.C. 597 (1943). 

14 Revenue Act of 1934, Sec. 117(e). The net result, therefore, of the changes effected by 
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It became apparent, however, that when a producer or manufacturer 
engaged in a commodity futures transaction, such as a hedge, for purely 
protective purposes required by his business, and not for speculation, the 
resulting gain or loss could not receive proper tax treatment by a merely 
verbal application of the definition of capital assets. In attempting to 
determine the nature of such a dealing in futures, the Bureau and courts 
were faced with a situation which had the earmarks of a dealing in the 
ordinary course of business,** but which fell literally within the statutory 
definition of a capital transaction. 

The first serious indication that the problem deserved special tax treat- 
ment *° appeared in G.C.M. 17322," issued in 1936, which expressed the 
opinion that “hedging transactions are essentially to be regarded as insur- 
ance rather than a dealing in capital assets,” although the “provisions per- 
taining to capital gains and losses govern gains or losses on futures con- 
tracts which are speculative.” ** Although this opinion was concerned 
with hedging by a textile manufacturer through the use of cotton futures, 
obviously it is equally applicable to a hedge in any commodity. In recog- 
nizing that losses on futures transactions entered into for the purpose 
of protecting a business are to be considered as fully deductible business 
expenses, not limited by the capital provisions of the 1934 Act, it stated: 

Such hedges, which eliminate speculative risks due to fluctuations in the 
market price of cotton and thereby tend to assure ordinary operating profits, 
are common trade practices and are generally regarded as a form of insur- 
ance (the only kind available as protection against such risks) necessary to 
conservative business operation. Where futures contracts are entered into 
only to insure against the above-mentioned risks inherent in the taxpayer’s 
business, the hedging operations should be recognized as a legitimate form 
of business insurance. As such, the cost thereof (which includes losses sus- 
tained therein) is an ordinary and necessary expense. . . .”° 


The principle set out in this memorandum received its first Court test 
in Ben Grote,° decided by the Board of Tax Appeals in the early part 
of 1940, six years after the enactment of the Revenue Act of 1934. In 
that case taxpayers were wheat farmers who bought and sold wheat 


the 1934 Act, literally construed, would carry over to futures transactions the same rules 
applicable to sales and exchanges of stocks and bonds under the 1932 Act. 

15 Revenue Act of 1934, Sec. 23(a), provided for full tax deduction of all “ordinary and 
necessary expenses” paid or incurred in carrying on any trade or business. Similar pro- 
visions have been contained in all Revenue Acts from 1913 to date. 

16 The Congressional Committees did not appear to give any consideration to this 
problem. See SEN. Rep. No. 558, 73d Cong., 2d Sess. (1934); H.R. Rep. No. 704, 73d 
Cong., 2d Sess. (1934). 

17 XV-2 Cum. Butt. 151 (1936). 

18 Jd. at 155. 

19 Jd. at 152. 

2041 B.T.A. 247 (1940), N.A., 1940-1 Cum. Butt. 7. 
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futures on the Chicago Board of Trade. The Board of Tax Appeals 
found that the futures transactions were entered into entirely for the pur- 
pose of protection against price fluctuation, and allowed a full deduction 
for losses incurred therein as ordinary business expenses. The Board 
held that these were “hedging” transactions, to which the principle set 
forth in G.C.M. 17322 applied. 

Despite the difficulty of divorcing futures contracts from the literal 
definition of a capital asset, it was nevertheless recognized that a loss in- 
curred in a futures hedging operation represents a business expense rather 
than a capital loss. It therefore became important to determine what types 
of futures transactions would be deemed to fall within the orbit of a 
“hedge.” 





II. NAtTuRE oF A HEDGE 


A. Definition. A “hedge” has been variously defined. It has been de- 
scribed as a “purchase or sale for future delivery intended to offset and 
thereby to protect a transaction in actual merchandise.” ** The United 
States Supreme Court has indicated that it considers hedges as transac- 
tions entered into for the purpose of insuring businessmen “against loss 
by unfavorable changes in price at the time of actual delivery of what 
they have to sell or buy in their business.” ** The definition of a hedge 
most frequently quoted by the courts in income tax cases is that con- 
tained in Commissioner v. Farmers & Ginners Cotton Oil Company: * 


A hedge is a form of price insurance; it is resorted to by business men to 
avoid the risk of changes in the market price of a commodity. The basic 
principle of hedging is the maintenance of an even or balanced market position. 


However, in Kenneth S. Battelle,** the Board of Tax Appeals stated 
that the “term ‘hedging’ has, for years, defied concise and exact defini- 
tion,” and, after referring to the definition in the Farmers & Ginners 


21 CLARK, MARKETING AGRICULTURAL PropUCTS IN THE UniTep States (1938) 422. 

22 United States v. New York Coffee & Sugar Exchange, 263 U.S. 611, 619 (1924). 
In this case the Supreme Court listed three classifications of futures transactions: 
(1) hedging; (2) dealings by “legitimate capitalists, who, exercising their judgment as 
to the conditions, purchase or sell for future delivery with a view to profit based on the 
law of supply and demand”; and (3) “gamblers or irresponsible speculators, who buy or 
sell as upon the turn of a card.” For tax purposes, in the absence of other evidence, the 
courts presume that futures transactions do not fall within the third category, which would 
appear to be subject to the restrictions of I.R.C. §23(h) [wagering losses]. Comm’r v. 
Covington, 120 F. (2d) 768 (C.C.A. 5th, 1941); cf. Note (1942) 51 Yale L. J. 505. 
Trading in futures simply for the purpose of making profits from market fluctuations 
would normally be considered in the second category. W. H. Wilson, Inc., 1941 P-H 
Mem. Dec. § 41,015; Staerker v. United States, 23 A.F.T.R. 1284 (D.C. Texas, 1938) ; 
O. L. Burnett, 40 B.T.A. 605 (1939). 

28120 F. (2d) 772, 774 (C.C.A. Sth, 1941), cert. denied, 314 U.S. 683 (1941). 

24 47 B.T.A. 117, 125 (1942). 
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case, continued, “This description of hedging is not sufficiently detailed 
and exclusive to be used as a complete guide in all factual inquiries with- 
out the addition of such further necessary and material qualifications as 
the facts of the individual case require.” ** This criticism would, of course, 
apply to any generalized definition of a hedge.” 

B. Requisites. In G.C.M. 17322,” two typical instances of a hedge 


25 Id. at 126. The Commodity Exchange Act [42 Stat. 998 (1922), 7 U.S.C. § 6(a) (3)] 
provides that, for the purposes of that Act, 


“. . . bona fide hedging transactions shall mean sales of any commodity for future de- 
livery on or subject to the rules of any board of trade to the extent that such sales are 
offset in quantity by the ownership or purchase of the same cash commodity or, con- 
versely, purchases of any commodity for future delivery on or subject to the rules of 
any board of trade to the extent that such purchases are offset by sales of the same cash 
commodity. There shall be included in the amount of any commodity which may be 
hedged by any person— 

(A) the amount of such commodity such person is raising, or in good faith intends 
or expects to raise, within the next twelve months, on land . . . which such person owns 
or leases; 

(B) an amount of such commodity the sale of which for future delivery would be a 
reasonable hedge against the products or byproducts of such commodity owned or pur- 
chased by such person, or the purchase of which for future delivery would be a reason- 
able hedge against the sale of any product or byproduct of such commodity by such 
person.” 


Cf. the definition of a hedge adopted by the Commodity Exchange, Inc. of New York: 


“A hedge transaction on Commodity Exchange, Inc. is defined as a purchase or sale 
of futures contracts subject to the By-Laws and Rules of the Exchange executed for 
the purpose of minimizing a price risk or facilitating the customary or normal conduct 
of business. 

“For the purposes of interpretation, hedge transactions may consist of: 

(A) A sale of any commodity for future delivery on Commodity Exchange, Inc. to 
the extent that such sale is offset in approximate quantity by the ownership or purchase 
of the same cash commodity or related commodity; or, conversely, the purchase of any 
commodity for future delivery on Commodity Exchange, Inc. to the extent that such 
purchase is offset in approximate quantity by the sale of the same cash commodity or 
related commodity. 

“In addition, the following may be reasonably considered hedge transactions: 

(B) The sale of a commodity for future delivery as a hedge against the amount of 
such commodity, or related commodity, which a person, or firm, in good faith intends 
or expects to raise or produce within the next twelve months. 

(C) The sale of a commodity for future delivery as a hedge against any article owned 
or purchased which has been or will be produced from such commodity or related 
commodity. 

(D) The sale of a commodity for future delivery as a hedge against (1) the sale of 
any article produced from such commodity or related commodity, or (2) any amount of 
such commodity or related commodity which a person, or firm, in good faith intends or 
i ,to consume as a manufacturer, converter, fabricator, etc. within the next twelve 
months.” 


26 For other definitions of a hedge or hedging transaction see: Browne v. Thorn, 260 
U.S. 137, 139 (1922); Board of Trade v. Christie Grain & Stock Co., 198 U.S. 236, 
249 (1905); Lyons Milling Co. v. Goffe & Carkener, 46 F.. (2d) 241, 247, (C.C.A. 
10th, 1931) ; Cleage v. Laidley, 149 Fed. 346, 352 (1906) ; Boillin-Harrison Co. v. Lewis 
& Co., 187 S.W. (2d) 17, 23 (Tenn. 1945); Fagerberg v. Phoenix Flour Mills Co., 
71 P. (2d) 1022, 1028, 1029 (Ariz. 1937); Palmer v. Love, 18 Tenn. App. 579, 80 S.W. 
(2d) 100, 106 (1934) ; Lowrie v. J. N. Wisner & Co., 47 S.W. (2d) 636, 637 (Tex. 1932); 
Whorley v. Patton-Kjose Co., 90 Mont. 461, 5 P. (2d) 210, 214 (1931); Bluefield Mill- 
ing Co. v. Western Union Telegraph Co., 104 W. Va. 150, 151, 139 S.E. 638 (1927) ; 
Bolfing v. Schoener, 175 N.W. 901, 144 Minn. 425, 426-427 (1920). 

27 XV-2 Cum. Butt. 151 (1936). 
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by a textile manufacturer were set forth, one accomplished by a short sale 
for future delivery, and the other by a purchase: ** 

(1) Taxpayer buys quantities of spot cotton which will necessarily be 
on hand for some months before being manufactured into goods and sold. 
For protection against loss due to a decline in the cotton market during 
those months, the taxpayer, at the same time the above purchases are 
made, enters into futures sale contracts for the delivery of equivalent 
amounts of cotton several months hence. As the spot cotton is subse- 
quently disposed of by sales from time to time of manufactured goods, 
the futures sale contracts are concurrently disposed of by futures pur- 
chase contracts which serve as offsetting transactions closing out the 
futures sale contracts. 

(2) Taxpayer enters into contracts for future delivery of cotton 
goods, the manufacture of which will require more cotton than the amount 
on hand or the amount which can be immediately purchased advantage- 
ously. As protection against a rising cotton market during the period 
intervening between the order date and the agreed delivery date, the tax- 
payer, at the same time the orders are taken, enters into futures purchase 
contracts for cotton in the amounts necessary to provide the desired pro- 
tection. As the taxpayer from time to time buys spot cotton for the man- 
ufacture of the goods called for by the orders, the futures purchase con- 
tracts are closed out by offsetting futures sale contracts. 

The G.C.M. recognized both of the above transactions as true hedges. 
The courts, too, have made no distinction in principle between a hedge 
originating in a short sale and one resulting from a futures purchase.” 
The definition set forth in the Farmers & Ginners case *° would cover 
a protective futures transaction arising either way. So long as the object 
of the transaction is to gain protection against price fluctuation rather 
than to gamble on it, it is immaterial whether the nature of the case 
requires a sale or a purchase to effect the hedge. In this connection it 
will be noted that, just as hedging contracts are excepted from the defini- 
tion of capital assets, which literally includes them, so do they escape the 
statutory requirement that short sales be treated as capital transactions,” 
even when they are literally within the language of that provision. 


28 Jd. at 152. 

29 Deductions for losses incurred in hedging transactions originating in short sales 
were allowed as business expenses in: Kenneth S. Battelle, 47 B.T.A. 117 (1942), 
[Acq. 1942-2 Cum. Buti. 2]; S. Steinberg & Co., 1942 P-H T.C. Mem. Dec. {[ 42,592; 
Ben Grote, 41 B.T.A. 247 (1940) [Non-Acq. 1940-1 Cum. Buti. 7]. In both the 
Grote and the Steinberg cases, losses also incurred in hedging by futures purchases were 
similarly treated. 

80 See Part IIA, supra. 

31 See note 14, supra. 
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The examples set forth above, taken from G.C.M. 17322, represent the 
ideal type of hedge. In both cases the futures contracts were for the 
exact quantity of the commodity being hedged necessary to give complete 
protection. In addition, the hedges involved the identical commodity 
being protected, were executed concurrently with the assumption of the 
risk, and lasted for the exact duration of the risk. The exigencies of 
ordinary business operations, however, do not always permit a taxpayer 
to effect all hedges against business risks in exactly the same patterns as 
these examples. In fact, in many cases, commodity futures transactions 
which cannot be classified as hedges at all, may be deemed advisable in 
the proper operation of a business. This leads to an inquiry as to the 
effect of various deviations from the ideal hedging pattern upon the de- 
ductibility of losses incurred in such transactions. 

1. Commodity Used to Hedge. Is it necessary that a hedge be effected 
by a futures transaction in the identical commodity being protected? The 
courts have given a negative ariswer to this question, at least under cer- 
tain circumstances. Thus, it has been recognized that futures transac- 
tions in corn and rye may be used to hedge against barley where there 
is no active futures market in barley, and that is the custom in the trade.*? 
Again, where a hedge was attempted through the purchase of refined 
cotton-seed oil futures by a processor of crude cotton-seed oil, and where 
there was no futures market for crude oil or cotton seed, the Court, hold- 
ing that, under the particular facts, there was no hedge, stated neverthe- 
less that “the price relationship . . . between crude and refined oil is 
so intimate that the purchase of the latter for future delivery may be 
used as an insurance against risk of loss on the former sold for future 
delivery, and the same is true as to the price relationship between refined 
oil and cotton seed.” ** 

The Tax Court has also held that a true hedge may exist where there 
is a purchase or sale of futures in a commodity of the same kind as, but 
of a different grade from, that being hedged. Thus, a future transaction 
in hides was held to be a hedge where the rules of the Hide Exchange per- 
mitted the delivery of any grade of hides to fulfill a futures commitment, 
upon the payment of certain specified differentials.™* 


82 Kenneth S. Battelle, 47 B.T.A. 117, 125-6 (1942). 

88 Trenton Cotton Oil Co. v. Comm’r, 147 F. (2d) 33, 35 (C.C.A. 6th, 1945). To 
the same effect, see Comm’r v. Farmers & Ginners Cotton Oil Co., 120 F. (2d) 772, 
773 (C.C.A. 5th, 1941), cert. denied, 314 U.S. 683 (1941). 

84S, Steinberg & Co., 1942 P-H T.C. Mem. Dec. {[ 42,592. 

Under the rules of other commodity exchanges as well, futures contracts calling for 
delivery of a specified type and quality of the commodity dealt in give the seller an 
option to deliver other types and grades of the same commodity, subject to payment of 
appropriate discounts or premiums. See e.g., §75 of Chapter III of the by-laws and 
rules of the Wool Associates of the New York Cotton Exchange, Inc. which was under 
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There are certainly no limitations inherent in any of the generalized 
definitions of a hedge, referred to above, which would preclude the exe- 
cution of a hedge in either another commodity or a different grade of the 
same commodity.** It would appear to be necessary only that the com- 
modity purchased or sold for future delivery be so related to the com- 
modity being protected that the fluctuations in the market price of the 
one would be more or less closely paralleled by the other.** 

2. Quantity. We have seen that it is not a prerequisite to a hedge that 
exactly the same commodities be involved. Likewise, it is not necessary 
that the commodity called for in futures transactions always match, in 
quantity, the commodity being protected. 

In S. Steinberg & Co.,** the Tax Court held that the futures transac- 
tions involved were hedges although the quantities of the commodity 
being protected could not be gauged with any measure of exactitude. In 
that case petitioner was a large dealer in hides. Large dealers generally 
contract to take the accumulation of hides of small dealers over a period 
of 30 to 60 days at a guaranteed price. The small dealers are forced to 
dispose of their hides, and since they do not grade hides they normally 
cannot sell directly to the tanner, but are required to sell to the large 


consideration in Estate of Dorothy Makransky, 5 T.C. 397 (1945). This practice, under 
the Steinberg case, does not appear to affect the hedging nature of the transaction. 

85 The doctrine permitting variance between commodities in hedging would seem to 
require that the hedge be executed in the most closely related commodity in which 
futures are traded. While, in theory, it is conceivable that a hedge could be effected in 
a less closely related commodity, it would be difficult to persuade a court that such a 
transaction was not speculative. In general the same considerations would appear to 
apply to hedging on a foreign commodity exchange where there is a domestic exchange 
for futures in the same commodity. Situations could arise, however, in which a hedge 
effected through a foreign commodity exchange would afford more protection than a 
domestic dealing in futures; e.g., if price fluctuation in domestic futures markets, as 
in the case of cotton, is subject to fixed daily limits, and any unstable condition develops 
in spot cotton, better protection may be obtained through hedging in foreign futures if 
the latter are not subject to the same market controls. It may be pointed out, however, 
that arbitrage transactions (in which traders attempt to profit from price variances in 
the same commodity on different exchanges, by buying in the lower and selling in the 
higher) tend to adjust all markets, domestic and foreign, to approximately the same 
price level. 

For tax effects of hedging and other commodities transactions in domestic markets by 
non-resident alien individuals and foreign corporations see: I.R.C. §211(b); Reg. 111 
Sec. 29.212-1(a),(b), 29.231-1(b), 29.231-2(a), (b); G.C.M. 18383, 1937-2 Cum. Butt. 
244; I.T. 3137, 1937-2 Cum. BuLi. 164. 

86 The rules of the Commodity Exchange, Inc. of New York merely require that a 
hedge be in the “same cash commodity or related commodity.” See note 25, supra. It 
is interesting, in this connection, to consider the possibilities which may arise in con- 
nection with attempts to hedge against goods in varying stages of production. 

87 1942 P.H. T.C. Mem. Dec. {[ 42, 592. 
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dealers who do grade. In order to insure a regular source of supply, the 
large dealers generally accept the hides from the small dealers whether or 
not they have a present or known future outlet. 

It is the practice of large dealers, when they accept hides for which 
there is no demand, and which therefore accumulate, to sell hide futures 
at hide exchanges as a protective measure. However, it is impossible for 
a hide dealer to hedge exact purchases against exact sales because he buys 
in indeterminate lots. The accumulation of a small dealer during the 
contract period may vary from 15,000 to 70,000 pounds. The hide dealer 
has to accept the accumulation, whatever it may be, and generally at the 
price agreed upon in advance. Another factor militating against exact 
hedging is that futures contracts for hides can be bought and sold only 
in carload lots (40,000 Ibs. ).** 

The Court stated that even though it is impossible to have a perfect 
hedge in the hide business, “this element does not change the essential 
character or purpose of the futures transactions.” ** Although there were 
no actual data as to quantities of hides on hand, the evidence was clear 
that “petitioner did not short itself in an amount greater than its actuals 
on hand or what it reasonably anticipated acquiring.” *° 

In Kenneth S. Battelle,“ the petitioner, in hedging against an antici- 
pated crop of cotton, actually sold short a greater amount of cotton then 
that finally harvested. Yet the Board did not consider this fatal to the 
hedge, because the taxpayer could reasonably have anticipated a crop as 
large as or larger than the total amount of cotton sold short. 

Since each case depends upon its own particular factual pattern, it is 
not possible to block out in advance the permissible disparities which may 
exist between the amount of a commodity being hedged and the amount 
of futures purchased or sold. Here again, recourse must be had to gen- 
eralities. It may be stated that, with regard to quantity, a hedge requires 
only that the futures sold or purchased should not exceed in amount the 
actuals the taxpayer has on hand or reasonably anticipates acquiring. Ob- 
viously, this problem is not likely to arise if the discrepancy is the other 


88 The unit of trade varies according to the commodity involved. For example, the 
unit of trade in various commodities dealt with herein, and the major exchange for futures 
in such commodities, are as follows: 


Cotton ...«svaes New York Cotton Exchange...........seeee0. 100 bales (50,000 Ibs.) 
Cottonseed oil.. N.Y. Produce Exchange........sssscseceeeees 1 tank car (60,000 Ibs.) 
ED ceoxenpad Chicago Mercantile Exchange.............00 600 cases 

Grains ........ Chicago Board of Trade.........ccseeeeceeees 5,000 bu. and 1,000 bu 
Hides ........ Commodity Exchange, Inc., New York....... t carload (40,000 Ibs.) 
Wool Tops .... Wool Associates, New York Cotton Exchange. . 5,000 Ibs. 


89 1942 PHT. Mem. Dec. {[ 42,592. 
40 Tbid. 
41 47 B.T.A, 117 (1942). 
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way and the futures dealings involve a smaller quantity of the commodity 
than the actuals on hand.** 

3. Timing of a Hedge. In the ideal hedge the dealing in actuals and 
the execution of the futures contract would be simultaneous or nearly so. 
The questions which immediately suggest themselves, in considering the 
timing of hedges, are: (1) Must the hedge be executed simultaneously 
with the initial assumption of risk? (2) If not, must the hedge be made 
at some time during the continuance of the risk? (3) Must the hedge be 
terminated simultaneously with the cessation of the risk? 

While the exact limits of divergence in time between risk and hedge 
have not yet been fully defined, the authorities indicate, with respect to 
the first question, that the execution of the hedge need not be simultane- 
ous with the original assumption of risk. In the examples set forth in 
G.C.M. 17322, the hedge fully coincided at all points with the risk. But 
it was also stated therein that futures contracts may represent true hedges 
against price fluctuations in spot goods,** and not speculative dealings, 
though not fully concurrent with the spot transactions.“ 

This approach was followed by the Board of Tax Appeals in Ben 
Grote,** where losses were incurred by the taxpayer on short sales of 
wheat futures made to protect growing wheat. The Board held there was 
a true hedge, and therefore a fully deductible loss, although the wheat 
had apparently been planted before the short sales were executed. 

The converse of this situation was presented in Kenneth S. Battelle,*® 
wherein the Board held that a taxpayer could effect a hedge against a 
commodity which he expected to grow but had not yet planted. Petitioner 
there had been engaged in large-scale farming operations. He expected 
to harvest in October a cotton crop planted early in 1936. Prior to the 
planting of the crop, he had engaged in sales of cotton futures as a result 
of which he subsequently suffered losses. The Board found that although 
a short position had been assumed prior to planting, and at a time when 
no cotton remained on hand from the previous crop, there was always a 
reasonable anticipation of the 1936 crop, which was actually planted in 


42 Of course, even in such a case, a disproportionately wide disparity in quantities might 
indicate that the transaction was not motivated by an intent to hedge. 

43 “Spot goods” are actual commodities (as distinguished from futures) available “for 
immediate or for forward delivery.” SPENGLER AND KLEIN, INTRODUCTION To BUSINESS 
(2d ed. 1939) 310. Thus, “spot grain” is grain ready for delivery in an elevator. United 
States v. Seaboard Western Grain Corp., 21 F. Supp. 198, 199 (E.D.N.Y., 1937); and 
see Cory v. Logan Coal & Supply Co., 48 F. (2d) 28, 30 (C.C.A. 5th, 1931) [spot coal]. 
The terms “spot” and “cash” as used to modify the word “commodity” are interchange- 
able. See note 1, supra. 

#4 XV-2 Cum. Butt. 151, 155 (1936). 

4541 B.T.A. 247 (1940). 

46.47 B.T.A. 117 (1942), [Acq. 1942-2 Cum. Butt. 2]. 
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the early part of that year and harvested before the delivery dates called 
for by the futures transactions.‘ The Board concluded that “the fact that 
a taxpayer does not have the commodity on hand at the time he assumes 
the short position does not preclude him from correctly terming it a 
hedge so long as he shows his purpose was to offset the production risk 
of a commodity he expects to have on hand for sale.” ** 

The Grote and Battelle cases thus show that a “true hedge’ may be 
executed either before or after the initial assumption of the risk it is 
intended to cover. In each of those cases, however, the hedge did coincide 
with the risk at some point. In the former, the hedge was made after 
the risk had been assumed, but before it had terminated; in the latter, 
the risk arose after the execution of the hedge, but before the futures 
contract had been closed out. These cases, therefore, leave open the second 
question posed above, that is, whether the hedge must at some point be 
in effect during the continuance of the risk. In the light of the Grote 
and Battelle cases, this question is really double-barrelled: (1) May a 
hedge be executed not only after the risk has arisen, but also after it 
has terminated? (2) May a hedging transaction not only be entered into 
prior to the assumption of risk, but may it also be closed out prior thereto? 

In a case where the futures contract was initially made after the ter- 
mination of the risk (which had resulted in a loss), it was held that the 
transaction could not be considered a hedge, and that a loss sustained 
therein was therefore capital in nature. This was the decision in Com- 
missioner v. Farmers & Ginners Cotton Oil Co.,*° where the taxpayer 
was in the business of buying cotton seed from ginners, crushing it, and 
selling the product, consisting in part of crude cotton-seed oil. Since crude 
oil deteriorates rapidly in warm weather, taxpayer could not accumulate 
it and wait for favorable market conditions but had to sell for whatever 
price it could get. When taxpayer was forced to sell the crude oil at what 
it considered an unsatisfactory price, it bought refined oil futures on 
margin and later closed out these purchases with an equivalent amount 
of sales when the market appeared to be more propitious. On the basis 
of these facts the Board of Tax Appeals © held that there was no satis- 
factory basis for distinguishing this case from the Ben Grote case," and 
therefore taxpayer could deduct the full amount of any losses sustained in 


47 It is noteworthy that the actual harvest was less than the total short position. See 
Part IIB2, supra. 

48 47 B.T.A. 117, 127. See subdivision “(A)” of the Commodity Exchange Act defi- 
nition of a hedge and paragraph “(B)” of the Commodity Exchange, Inc., definition, 
note 25, supra. 

49120 F. (2d) 772 (C.C.A. 5th, 1941), cert. denied, 314 U.S. 683 (1941). 

5041 B.T.A. 1083 (1940), superseding opinion at 41 B.T.A. 255 (1940). 

5141 B.T.A. 247 (1940). 
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connection with such futures transactions. The Circuit Court of Appeals 
for the Fifth Circuit reversed © the decision of the Board and held that 
these transactions did not come within the definition of a hedge, and 
therefore the losses incurred were capital in nature and deductible only 
to the limited extent permitted by Section 117(d) of the Revenue Act of 
1934. 

In the course of its opinion, the Circuit Court enunciated its much 
quoted definition of a hedge, set forth above,®* to which it added another 
often-repeated qualifying phrase, that “to exercise a choice of risks, to 
sell one commodity and buy another, is not a hedge ;‘it is merely continu- 
ing the risk in a different form.” * On the basis of this reasoning the 
Court found that taxpayer had not engaged in a hedging operation be- 
cause, “it did not retain its crude oil and sell refined; it sold crude and 
bought refined when it had no actual commodity on hand or future com- 
mitments to be protected from price variations . . . the purchase of re- 
fined gave it no price insurance against further fluctuations in the 
market.” °° 

Where the futures transaction follows termination of the risk, it ap- 
pears to be motivated by a desire to recoup a loss already sustained from 
the risk, rather than for protection against the possibility of loss from 
an existing risk (as is the case where the risk and the futures transaction 
at some point, at least, coincide). It seems beyond question that when 
the risk is wholly separate in time from the futures operation, the latter 
does not represent an attempt to maintain a balanced position, as protec- 
tion against the risk. If the maintenance of this balance is considered the 
distinguishing characteristic of a hedge, as the authorities have indi- 
cated,®* it would seem that a hedge must at some point concur with the 
risk, 

The rationale of the Farmers & Ginners case, where the futures trans- 
action followed the termination of risk, seems logically applicable to the 
case of a futures contract executed and closed out prior to any assump- 


52120 F. (2d) 772 (C.C.A. 5th, 1941). 

53 See Part IIA, supra. 

54120 F. (2d) 772, 774 (C.C.A. 5th, 1941). 

55 Jd. at 774-775. The Farmers & Ginners case was followed in Trenton Cotton Oil 
Co. v. Comm’r, 147 F. (2d) 33 (C.C.A. 6th, 1945), rehearing denied, 148 F. (2d) 208 
(C.C.A. 6th, 1945). The latter case arose on somewhat similar facts (also involving 
a processor of cotton seed) and the Court, closely following the reasoning in the former 
case, held that the loss was limited by the capital loss provisions. 

56 Trenton Cotton Oil Co. v. Comm’r, 147 F. (2d) 33 (C.C.A. 6th, 1945), rehearing 
denied, 148 F. (2d) 208 (C.C.A. 6th, 1945) ; Comm’r v. Farmers & Ginners Cotton Oil 
Co., 120 F. (2d) 772 (C.C.A. 5th, 1941), cert. denied, 314 U.S. 683 (1941) ; Estate of 
Dorothy Makransky, 5 T.C. 397 (1945), aff'd, 154 F. (2d) 59 (C.C.A. 3rd, 1946) ; Ten- 
nessee Egg Co., 47 B.T.A. 558 (1942). 
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tion of risk. The maintenance of balance is equally lacking in such a 
case."” 

It may be assumed therefore that while a hedging transaction may be 
entered into before or after the initial assumption of risk, it must be in 
effect at some point after the risk arises and before it terminates. If the 
hedge fulfills this condition, must it terminate simultaneously with the 
termination of the risk? The necessity for the maintenance of a balanced 
position, which requires that a hedge must at some point concur with 
the risk it covers, would also seem to require that it should not continue 
after the risk has been removed. When the hedge ceases to counterbal- 
ance a risk, it ceases to be a true hedge, under the definitions accepted 
by the authorities. Whatever the motive may be for continuing a futures 
operation after the covered risk has terminated, it is not to balance that 
risk. On the contrary, the risk is “hedged” only by the closing out of 
the futures contract concurrently with the final disposition of the spot 
goods.” 


57 Cf. Kenneth S. Battelle, 47 B.T.A. 117 (1942). This case, in addition to the cotton 
transactions discussed in Part IIB3, supra, involved futures operations in other com- 
modities. In considering some of these transactions the Board of Tax Appeals indicated 
that where the futures contract was both executed and closed out prior to any assump- 
tion of risk or, at least, closed out long prior to the anticipated termination of the risk, 
this would constitute persuasive evidence that the transaction was not intended to be 
a hedge. 

Premature closing out of a futures transaction, however, may not always be so sum- 
marily disposed of. The cotton transactions in the Battelle case show that a hedge may 
be entered into before any risk is actually assumed where the hedger reasonably expects 
and intends to assume the risk covered by the hedge. How is the transaction to be classi- 
fied if, in such a case, he is unable for reasons beyond his control to assume the risk and 
therefore closes out his futures before any risk has actually arisen? 

58 But suppose the spot goods which are being hedged are destroyed before they can 
be disposed of. Must the hedger close out his futures at once, even at a loss, or lose the 
tax benefits granted to hedges? Is his futures contract, admittedly a hedge in its incep- 
tion, purchased to protect his business, and retained solely to avoid further loss following 
destruction of the goods, to be treated as a speculation merely because it ceases there- 
after to satisfy the definition of a hedge? 

It must also be realized that a hedge which outlasts a particular risk may be intended 
by the hedger to serve as protection against other risks which he expects to assume 
either at once, or in the immediate future. Thus, a single futures sale may serve as a 
hedge against several purchases of the same cash commodity if the latter are quickly sold. 
In such a case, the hedge, with respect to the first cash transaction, for example, would 
necessarily be continued after the termination of the original risk. Therefore, whether 
failure to terminate the hedge with the risk renders the futures transaction speculative 
“|. cannot be determined with reference to any individual futures transaction without 
taking account of [the hedger’s] other trades; it can be determined only by comparing his 
cash transactions with his net short or long commitments at the same moment. A legal 
rule framed in terms of an individual contract must either take account of such com- 
plicated facts or furnish an arbitrary criterion.” Patterson, Hedging and Wagering on 
Produce Exchanges (1931) 40 Yate L.J. 843, 851; cf. Kenneth S. Battelle, 47 B.T.A. 
117 (1942). 
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On the other hand, the hedger may wish to close out the futures con- 
tract during the continuance of the risk but prior to its termination. If 
the futures contract, while it was in effect, afforded hedging protection 
against a risk, it should not, in theory, lose its character as a hedge merely 
because the protection did not last for the entire duration of the risk. 
There is no reason why a hedge may not be executed to obtain partial, 
as well as complete, protection.*® Insurance, though allowed to lapse, is 
none the less insurance while it is maintained. 


III. Futures TRANSACTIONS OTHER THAN HEDGES 


The discussion thus far has been confined to an examination of the 
elements, or combination thereof, which constitute a hedge. A proper 
understanding of the legal significance of this term is important in view 
of the approach, consistently taken in the cases dealing with the subject, 
that, for tax purposes, a futures transaction must be treated as speculative, 
hence subject to the capital gain or loss provisions, unless it satisfies the 
court’s concept of “a true hedge.” © Typical of this approach is the fol- 
lowing language of the Board of Tax Appeals in Tennessee Egg Co.:™ 
“Inasmuch as the petitioner has failed to prove that its futures transac- 
tions were entered into for the purpose of hedging, the losses sustained 
therefrom can not, on that account, be considered as other than capital 
losses.” 


59In the Battelle case the Board of Tax Appeals, in dealing with the corn futures 
transactions, implied that a hedge need not necessarily continue for the full duration of 
the risk. See 47 B.T.A. 117, 126 (1942). That a hedge may afford partial as well as 
complete protection was recognized in S. Steinberg & Co., 1942 P.H. T.C. Mem. Dec. 
{ 42,592; cf. Edward R. Bacon Grain Co. v. Reinecke, 26 F. (2d) 705 (N.D. Ill. 1928), 
aff'd without opinion, 54 F. (2d) 1078 (C.C.A. 7th, 1929) ; Edward R. Bacon Grain Co., 
2 B.T.A. 558 (1925). 

Aside from the fact that a hedge may afford only partial protection where it is closed 
out prior to the termination of the risk, in actual business experience even those hedges 
which are coterminous with the risk afford only partial protection since there is almost 
always some variation in the spread between spot and futures prices, causing a dis- 
crepancy in the price hedge and a resultant gain or loss from price fluctuations. See 
SPENGLER AND KLEIN, INTRODUCTION To Business (2d ed. 1939) 468-469. The spread 
between spot and futures prices is kept to a minimum, however, by straddle transactions 
(i.e., transactions in which traders profit by price differences existing between futures 
and spot markets). As to inventory treatment of spot goods purchased in a straddle 
transaction, see G.C.M. 18658, 1937-2 Cum. BuLt. 77. 

60 Trenton Cotton Oil Co. v. Comm’r, 147 F. (2d) 33 (C.C.A. 6th, 1945), rehearing 
denied, 148 F. (2d) 208 (C.C.A. 6th, 1945); Comm’r v. Farmers & Ginners Cotton Oil 
Co., 120 F. (2d) 772 (C.C.A. 5th, 1941), cert. denied, 314 U.S. 683 (1941); Estate of 
Dorothy Makransky, 5 T.C. 397 (1945), aff’d, 154 F. (2d) 59 (C.C.A. 3rd, 1946) ; 
S. Steinberg & Co., 1942 P.H. T.C. Mem. Dec. { 42,595; Tennessee Egg Co., 47 B.T.A. 
558 (1942) ; Kenneth S. Battelle, 47 B.T.A. 117 (1942) ; G.C.M. 17322, XV-2 Cum. Butt. 
151 (1936). 

61 47 B.T.A,. 558, 560 (1942). And see cases cited in note 60 supra. 
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It is apparent, however, that many kinds of futures operations, which 
are not “true hedges,” are nevertheless not speculative, but are motivated 
wholly by the necessities or policies of the business of the person deal- 
ing in the futures. The possibility that tax treatment of such transac- 
tions may depend upon whether they satisfy the definition of a hedge, 
raises the question whether a hedge has, for tax purposes, been too nar- 
rowly defined, or whether the exception to the definition of capital assets 
which has been made in the case of certain futures operations, has been 
too closely restricted by limiting it to those futures only which are deemed 
to meet the technical requirements of a “hedge.” 

The following examples, by no means exhaustive, indicate some of the 
difficulties involved in using the definition of a hedge as the exclusive 
test to determine the nature of the deduction allowable for a loss in a 
futures transaction. 

(1) A manufacturer, for example, who has little or no inventory on 
hand at a time when his competitors are well supplied, or who is unable 
to store as large an inventory as his competitors, may wish to purchase 
futures (calling for the commodity carried in inventory) in order to assure 
himself that, despite a rise in prices before his inventory is purchased, 
he will be able to sell the finished product at a price which will meet the 
competition of those whose inventory was on hand before the rise. 

The business nature and purpose of such a transaction seems clear. 
The futures are purchased as a substitute for inventory which the manu- 
facturer cannot store, or which, for any valid business reason, he is not 
ready to acquire at the time. If the circumstances and motive indicated 
are established, may the cost of the transaction, though not a true hedge, 
as logically be considered a legitimate business expenditure or a fully de- 
ductible loss ? 

(2) A similar situation may exist when a manufacturer has, by ad- 
vertising and a long course of dealing, identified his product with a fixed 
price or line of prices. Such a manufacturer may, prior to the time when 
it is feasible for him to acquire a physical inventory, wish to purchase 
futures at a price which, despite a subsequent rise, will enable him to sell 
his finished products at the price or line of prices with which he has iden- 
tified them. A futures purchase of this kind, in a favorable market, 
though not a hedge, would seem to be a reasonable and prudent exercise 
of business judgment. Should this type of business transaction in futures 
call for different tax treatment from that accorded a hedge? 

(3) A situation which is closer to the tenuous line of demarcation be- 
tween a non-business speculation and a business operation arises when a 
business replaces inventory, which it has been forced to sell at an unfavor- 
able price, with futures contracts calling for delivery of the same or a re- 
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lated commodity, in an attempt to offset the effect of the forced sale. This 
may occur in the case of manufacturers or growers of perishable commodi- 
ties which can be stored for short periods only, as illustrated in the cotton- 
seed oil cases discussed above.** The purpose of this kind of futures 
operation is to offset a loss in a business transaction by a profit in the 
futures market related to that business. Is such a transaction, clearly not 
a hedge, to be treated, for tax purposes, essentially as a speculation, or 
as an ordinary business operation ? 

In this connection, consider the following related type of case: two 
farmers grow the same crop, of a kind which can be stored for reason- 
ably long periods. One has storage facilities while the other, who has not 
and who finds it is not economically feasible to pay for storage, must sell 
his crop as soon as it is harvested. In a particular year, when the market 
is unfavorable at harvest time, the former stores his crop, to await a 
more favorable market, while the latter attempts to put himself in the 
same position as the former by purchasing futures in the commodity 
harvested. Should a loss in such a futures transaction, likewise not a hedge, 
be treated less favorably taxwise, than a loss sustained by the farmer who 
was able to retain his crop by storing it? 

(4) A manufacturer anticipating a shortage of his basic raw material 
may wish to purchase futures therein, intending to take delivery in order 
to be assured of an adequate inventory. This was the situation in Estate 
of Makransky.® Petitioners there were partners, engaged in the business 
of manufacturing men’s suits from piece goods. At the outbreak of 
World War II all lines of piece goods were withdrawn from the market 
and the partnership had on hand only a six months’ supply. During Sep- 
tember 1939, the partnership purchased, on margin, futures contracts call- 
ing for the delivery of wool tops in March 1940 intending to take delivery 
and have them converted into piece material. Towards the close of 1939 
piece goods were again offered on the market and the partnership also 
learned that the wool tops to be delivered in March were of a grade un- 
suitable for use in its business.“* During February 1940 the futures con- 
tracts were sold at a substantial loss. The Tax Court held that this was 
not a true hedging transaction, and for that reason the loss was a short 
term capital loss rather than a deductible business expense.* 
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82 See Part IIB3, supra. 

685 T.C. 397 (1945), aff'd, 154 F. (2d) 59 (C.C.A. 3rd, 1946). 

64 The rules of the Wool Associates of the New York Cotton Exchange Inc., per- 
mitted the seller the option of delivering wool tops of inferior or superior quality at 
fixed discounts or premiums. Cf. note 34 supra. 

65 The Court rejected petitioners’ argument that the partnership’s situation relative to 
the futures contracts was similar to the futures transactions (short) in cotton in the 
Battelle case, stating that there was no evidence that the Makransky partnership used 
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The futures transaction in the Makransky case quite clearly was not 
an attempt to maintain a balanced market position. The Makransky part- 
nership had sufficient inventory on hand to cover its current orders for 
finished garments. The futures purchase contracts called for delivery 
in March 1940, and were apparently intended to cover orders which 
would not be solicited before April and May, 1940. Thus, the futures 
dealings were designed to protect the business by assuring an adequate 
inventory prior to the solicitation of orders or the setting of prices for 
the finished goods, rather than by hedging or maintaining a balanced posi- 
tion against unfavorable market fluctuations. 

This case, therefore, squarely raised the question, also presented by 
examples (1), (2) and (3) above, whether the cost of a non-hedging 
futures transaction which is motivated solely by the necessities or policies 
of the business of the person dealing in the futures, is to be denied the 
character of a business expense or loss and treated as a capital loss merely 
because the transaction does not measure up to the definition of a hedge. 
A satisfactory answer to this question really depends upon the more funda- 
mental consideration as to why any exception was developed to take a 
hedge out of the definition of capital assets. 

Hedging transactions present an apparent conflict in basic tax concepts 
which cannot be resolved merely by reference to the tax statutes. On the 
one hand, there is a dealing in contracts which undoubtedly fall within 
the literal definition of capital assets. On the other hand, the transaction 
viewed as a whole has all the earmarks of an ordinary and necessary 
business operation. In considering this problem, G.C.M. 17322 emphasized 


a method of hedging against present sales of its suits by the purchase of wool tops con- 
tracts. The Court also concluded that the purchase of the futures contracts was not a 
balancing transaction against sales of clothing, but was an isolated transaction and one 
made because of the more or less panicky condition which arose with respect to the future 
supply of woolen piece goods after the outbreak of the war in September, 1939. 

It is a bit difficult to follow the latter argument of the Court. It has never been con- 
sidered fatal to a hedge that the transaction was isolated, or indulged in because of a 
state of fear as to market conditions. On the contrary, the uncertainty as to prices of 
raw materials is the very element against which a hedge offers protection. The Court 
itself took a different view in the earlier Steinberg case, which indicated that a taxpayer 
need not be consistent about hedging, but may confine such activities to those periods 
when he deems it necessary or advantageous to have this added protection: 

“We do not understand that to constitute a true hedge on certain purchases or sales, 
a dealer must offset every purchase or sale with a corresponding futures contract. The 
purpose of the hedge is to secure protection or insurance, and if the dealer believes there 
is little or no risk involved in purchasing certain hides, he is entitled to refrain from 
securing protection. This does not mean, however, that the futures transactions are any 
the less hedges when executed in connection with business which the dealer regards as 
requiring protection.” 1942 P.H. T.C. Mem. Dec. 42,592. 

Moreover, a transaction is “ordinary” within taxation concepts (see I.R.C. §23(a)) 
though it represents an isolated occurrence in the experience of the individual taxpayer if 
it is a transaction of a type familiar to the general business community. Welch v. Helver- 


ing, 290 U.S. 111 (1933). 
4 
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the latter aspect and expressed the opinion that since a hedging transac- 
tion is engaged in for the purpose of obtaining specific business protec- 
tion, the cost of a hedge, including any loss incurred, is akin to the cost 
of business insurance. In other words, because the purpose of a hedge is 
substantially identical to that of a transaction which has always been 
recognized as involving an ordinary and necessary business expenditure 
(i.e., the purchase of business insurance), the tax treatment of a hedge 
should conform to that accorded the latter transaction. 

Viewed broadly, this non-capital treatment of a hedge may be justified 
at least on the ground that a loss involved in such a transaction, because it 
is motivated wholly by a business rather than a purely speculative purpose. 
bears a far closer relation to a business expense than to a capital loss. 
The choice exercised by the G.C.M., though without express statutory 
authority, thus appears to involve a reasonable interpretation of the stat- 
ute, which affords a just result, and has now become well settled by judi- 
cial decision. Since this view originated as a matter of interpretation 
rather than as an arbitrary exception based on grace, in order that it 
may fulfill its purpose properly, it is essential that its underlying theory 
be determined, and then logically applied.** 

It would appear that where a loss resulting from a dealing in futures 
which, by definition, are capital assets, is treated as a fully deductible busi- 
ness expense, the underlying theory must be that the nature and purpose 
of the futures transaction is controlling taxwise rather than the nature 
of the asset itself.°’ In any situation, therefore, where a purchase or sale 
of futures has substantially the same function and purpose as that served 
by recognized types of ordinary and necessary business expenditures, or 
by other business transactions which result in unrestricted deductions,” 
it should logically receive similar tax treatment. 


66 Of course, this paper deals with futures transactions only, not with general tax 
concepts. Futures transactions are more or less sui generis in tax law, and the special 
problems they raise would seem to require special tax treatment, not expressly afforded 
by existing statutes. That Congress has, in one instance at least, considered futures con- 
tracts sufficiently distinctive to warrant separate legislative treatment appears in I.R.C. 
§502(b) and (c)[personal holding company income]. In discussing futures, therefore, 
no attempt is made to argue that similar principles are applicable throughout the entire 
tax field. 

67 Whether it be said that the use of an asset rather than the nature of the asset is 
controlling for tax purposes, or that the use of the asset is what determines its nature 
is, for all practical purposes, the same. In either event, the use of the asset determines 
the tax treatment. In other situations the courts have disregarded the nature of the 
asset actually involved in a particular transaction in view of the underlying purpose. 
See, e.g., The Koppers Coal Co., 6 T.C. 1209 (1946) ; Comm’r v. Ashland Oil & Refin- 
ing Co., 99 F. (2d) 588 (C.C.A. 6th, 1938). 

68 In addition to deduction of the usual business expenses and losses, taxpayers may 
be entitled to allowances for items such as decline in inventory values. For example, 
where a taxpayer values inventory at cost or market, whichever is lower (Reg. 111, 
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While a hedge is one example of such a futures transaction, there is 
no reason for limiting the rule or theory to this one example. Any futures 
transaction which conforms to the underlying rationale, as a hedge does, 
should be entitled to similar tax treatment. To permit deduction of the 
cost of a futures operation only when it involves a hedge, is analogous 
to limiting the general deduction allowable for ordinary and necessary 
business expenses to one particular type of such expense, e.g., the pur- 
chase of business insurance. 

Moreover, it is apparent that Congress, in revising the definition of 
capital assets in 1932 and 1934, never intended thereby to affect the 
tax treatment of transactions in the ordinary course of business."® The 
courts’ rigid insistence upon treating all futures operations other than 
hedges as capital transactions, however closely related to the taxpayer’s 
business, thus imposes a much narrower tax treatment than is required 
by the intent of Congress. 

The approach of the courts, in deciding each case solely by reference 
to the definition of a hedge, appears, therefore, to be neither in accord 
with the basic theory nor justified by Congressional intent. In the Mak- 
ransky case, for example, the Court decided against the taxpayer merely 
because the transaction, although motivated wholly by business considera- 
tions, lacked the hedging element of balance." This, while indicating 
that there was no hedge, did not of itself, on any logical theory, auto- 
matically preclude the possibility of a full tax deduction for the loss.” 


Sec. 29.22(c)-2), a decline in inventory value is reflected in the cost of goods sold, re- 
sulting in a full tax deduction, though not as an ordinary and necessary business ex- 
pense. Reg. 111, Sec. 29.22(a)-5, 29.23(a)-1. 

89 See Part I, supra. 

70 The observation of Smith, J., in his dissenting opinion in Estate of Dorothy Mak- 
ransky (5 T.C. 397, 415), referring to a purchase of futures in connection with the tax- 
payer’s business, that “I do not think that the definition of capital gains was ever in- 
tended to apply to a contract of this character,” seems unquestionable. The changes 
effected by Sections 23(r) and (s) of the Revenue Act of 1932 were designed to cur- 
tail deduction of speculative losses (see Part IA, supra); and the adoption of the 
bioader definition of capital assets in the Revenue Act of 1934 evinced no Congressional 
intent to prevent deduction of losses or expenses incurred in normal business operations. 
See Sen. Rep. No. 558, 73d Cong., 2d Sess. (1934); H.R. Rep. No. 704, 73d Cong., 
2d Sess. (1934). 

71 See the comment in 1 MontTGoMEry, FEDERAL TAXES ON CorporATIONS (1945-46) 
369 to the effect that “the purchase in the Makransky case appears to be exactly the 
kind of ‘insurance’ that was discussed in G.C.M. 17322.” 

72 The decision of the Tax Court in the Makransky case was affirmed by the Third 
Circuit Court of Appeals on the basis of the Dobson rule [Dobson v. Comm’r, 320 U.S. 
489 (1943), rehearing denied, 321 U.S. 231 (1944)]. It is interesting to note that one 
of the leading authorities relied upon by the Tax Court in the Makransky case was 
Comm’r v. Farmers & Ginners Cotton Oil Co., 120 F. (2d) 772 (C.C.A. 5th, 1941). 
There the Fifth Circuit Court, in a decision rendered prior to the Dobson case, re- 
versed a finding of the Board of Tax Appeals that a loss on a commodity futures trans- 











562 TAX LAW REVIEW [Vol. 2: 















































CONCLUSION 


The present state of the law, under which the tax consequences of all 
futures transactions must be determined solely by reference to the hedge 
test, is unsatisfactory in practice as well as in theory. As indicated by 
the examples discussed above, many businesses require the use of trans- 
actions in futures other than hedges, as an integral part of, or necessary 
step in their business operations.. Thus, futures may be used as a substi- 
tute for a commodity or as the first step in acquiring the commodity, as 
in the Makransky case."* In such a situation, were the commodity itself 
acquired, rather than a substituted futures contract, a loss therein would 
result in an unrestricted deduction for tax purposes.* If full deduction 
of a loss involved in such a futures transaction is to be denied, the prac- 
tical result is arbitrary discrimination against certain businesses in which 
futures operations of this kind are required. Such unreasoned distinc- 
tion in tax treatment tends to hamper and discourage many kinds of 
normal business operations, for the tax penalty involved, in case of a loss, 
may be so severe as to exceed the benefits derivable from the operation.” 


action was an ordinary and necessary business expense and not a capital loss, a finding 
which the Circuit Court in the Makransky case holds can no longer be reversed on 
appeal from the Tax Court. For an exhaustive discussion of the Dobson rule, see 
Gordon, Reviewability of Tax Court Decisions (1947) 2 Tax L. Rev. 171; and see Paul, 
Dobson v. Commissioner: The Strange Ways of Law and Fact (1944) 57 Harv. L. REv. 
753; RABKIN AND JOHNSON, FEDERAL INcoME, Girt AND Estate TAxation (1947) P-1, 
Section 11. Whether the Dobson rule would apply to review of a district court deci- 
sion is another matter. See Kirschenbaum v. Comm’r, 155 F. (2d) 23 (C.C.A. 2d, 1946). 

78 See dissent of Leech, J., 5 T.C. 397, 416, td the effect that “the purchase of the 
‘futures’ here was not in reality a purchase of ‘futures contracts’ at all, but rather the 
first step in the actual and intended purchase of the wool itself for future delivery.” Cf. 
Bureau Letter, February 8, 1944, 4 P-H 1944, 66175; Bureau Letter, January 3, 1944, 
3 CCH 1944, [6221 (where futures are purchased and delivery of the commodity ac- 
cepted, the holding period, for purposes of computing capital gain or loss, begins with 
the date the futures are purchased and runs until the sale of the commodity). 

The right to consider futures in inventory in certain limited cases (see note 13, supra) 
implies that they are sometimes to be treated as the commodity itself. 

7 See dissenting opinions of Smith and Leech, JJ. in Estate of Dorothy Makransky, 
5 T.C. 397, 414, 416 (1946). 

Where futures are purchased in connection with a taxpayer’s business, as a means of 
acquiring, or as a substitute for a commodity, the transaction is not more speculative 
than if the commodity itself were acquired. In either case there is a risk, but in each 
it is a business risk, not a mere gamble. It is obvious, though not always sufficiently 
kept in mind, that “everyone who buys and sells goods speculates. The manufacturer 
who buys raw products has no assurance that his sales will cover his costs. . . . Prices 
of raw materials fluctuate daily. Wages vary from time to time. His costs may rise 
above the prices at which he accepted orders.” SPENGLER AND KLEIN, INTRODUCTION TO 
Business (2d ed. 1939) 466. In this sense, therefore, the mere fact that a transaction 
may lack the element of balance, which is present in a hedge, and which avoids risk, is 
neither a sound legal nor economic indication that the transaction is speculative rather 
than a normal and prudent business operation. 

75 In the case of those business transactions in futures which do not qualify as true 
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Any approach which purports to handle this problem satisfactorily on 
both theoretical and practical grounds should at least require that tax 
treatment of a futures transaction, whether or not a hedge, be determined 
by the nature and purpose of the transaction, rather than by the nature 
of the asset involved. In other words, the tax treatment accorded a hedge 
should logically be extended to other futures transactions which, like a 
hedge, serve substantially the same function and purpose as any recog- 
nized kind of ordinary and necessary business expenditure or any other 
business transaction which results in an unrestricted tax deduction. 

This approach would, in each case, present a question of fact to be 
determined by the Tax Court, as to the nature and purpose of the futures 
transaction. Under this treatment the definition of a hedge would still be 
useful as one test of the character of a particular futures transaction, but 
it would not, as at present, constitute the exclusive test by which tax treat- 
ment of all futures operations is decided. 

In view of the unsatisfactory state of the law, however, the most ad- 
visable solution would seem to be specific legislation to resolve the exist- 
ing difficulties. Such legislation is desirable not only because of the un- 
certainty of the cases as to the application of the hedging test,”* but also 
because of the absence of any express statutory authority in the field. 
These considerations are emphasized by the special nature of futures, 
which would seem to require individual tax treatment.’ The legislative 
remedy might very simply take the form of a qualifying clause to be 


hedges, the present tax treatment imposes a two-fold hardship: not only may the loss 
deduction be denied, but a gain will usually be taxable in full. Since futures contracts 
are generally not held for more than six months, gains in this type of transaction, 
though considered capital in nature, will normally fall within the short-term category, 
taxable at ordinary rates. See I.R.C. §117(b)(c). Even in the rare case of a long- 
term gain the tax saving resulting from treatment as a capital transaction could be 
substantial only in the case of individuals, since under corporate rates the maximum 
benefit is 13%. Where the futures transaction takes the form of a short sale rather than 
a purchase, a taxpayer would practically never have even the limited advantage of long- 
term treatment of a gain, since the holding period in such case is determined by the 
length of time the asset (or the futures contract) used to cover the short sale has been 
held. Reg. 111, Sec. 29.117-6. 

76 See, e.g., the dissenting opinions of Smith and Leech, JJ., in Estate of Makransky, 
5 T.C. 397, 414, 416 (1945). And see Comm’r v. Banfield, 122 F. (2d) 1017, 1020 
(C.C.A. 9th, 1941), which raises some doubts as to the validity of even the hedging 
exception in the case of a short sale. The effect of the Dobson rule should also be 
considered, as discussed in note 72 supra. 

77 Congress deemed it advisable to provide specific tax treatment for futures transac- 
tions in the Code section dealing with personal holding company income. I.R.C. § 502(c). 
It is certainly no less important that futures be accorded explicit tax treatment in con- 
nection with the capital gain and loss provisions of the Code which at present cover 
them only by interpretation. 
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added to the end of Section 117(a)(1) of the Internal Revenue Code, 
as follows: 

The term “capital assets” means property held by the taxpayer (whether 
or not connected with his trade or business), but does not include stock in 
trade of the taxpayer or . . . real property used in the trade or business of 
the taxpayer, (or any contract for the future delivery of a commodity where 
such contract is purchased or sold on or subject to the rules of a board of 
trade or commodity exchange, by a producer, processor, merchant, or handler 
of the commodity, and such purchase or sale is reasonably necessary to the 
conduct of his business.)*® 


Similarly, an amendment to Section 117(g) (1) of the Code, referring 
to short sales, might take the following form: 

(1) Gains or losses from short sales of property shall be considered as 
gains or losses from sales or exchanges of capital assets. (This subsection 
shall not apply to gains or losses by a producer, processor, merchant or hand- 
ler of any commodity, which arise out of futures transactions in the commodity 
on or subject to the rules of a board of trade or commodity exchange and 
reasonably necessary to the conduct of his business). 


The suggested amendments would have the advantage of harmonizing 
with the intent of Congress as indicated above,”® and would properly ef- 
fectuate the general statutory scheme, which does not treat normal busi- 
ness operations as capital transactions, but attempts to draw a line of 
demarcation between the two. The absence of administrative regulations 
dealing with this subject may be attributable to the uncertainty as to the 
treatment of futures inherent in the present definition of capital assets. 
The proposed amendments, by clarifying the legislative intent, would 
enable the Commissioner to deal with the problem more effectively by 
the promulgation of realistic regulations based upon normal business 
experience. 

However the specific legislation may be phrased, what is necessary is 
statutory and administrative recognition that a rational rule for distin- 
guishing between futures operations which are ordinary business trans- 
actions and those which constitute capital dealings cannot be set forth in 
terms of a mere definition. Nor is there any sensible reason for restrict- 
ing the concept of a normal business operation, merely because it may 
involve the use of futures, to a single predetermined pattern. To reach 
tax results consonant with the experience and needs of business, the 
statutes and regulations must provide an approach broad enough to per- 
mit consideration of the entire complex of circumstances revealing the 
fundamental nature of a given futures transaction. 


78 Cf, the treatment accorded commodities transactions in I.R.C. § 502(c). 
79 See Part III, supra. 
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Dissents and Concurrences 


Taxing Dividends of Family Corporations—A Dissent. And so an- 
other knight in shining armor comes thundering to the defense of the help- 
less revenue.1 Emblazoned on his shield is the familiar device, “Down with 
tax avoiders!” There is only one weapon which Mr. Alexandre spurns in 
his zealous charge; perhaps he disdains logic as too ignoble when the moral 
issue is so dazzlingly clear. 

Mr. Alexandre’s ingenuousness is itself disarming. He does not ask, 
“Should dividends of family corporations be taxed to the donor?” The answer 
is obvious, because otherwise the family pays a lower tax. He asks, simply 
and frankly, “How can we make the courts swallow it?” He will permit Mrs. 
Smith to report the dividend on a share of General Motors stock which Mr. 
Smith gave her for her birthday. Even this concession is with express mis- 
givings, because he does not really believe that spouses can individually own 
property. Therefore, the “family” corporation problem is merely an exercise 
in ingenuity, with the proclaimed object of torturing the case into the confines 
of the Clifford-Tower pattern. 

Which theory to choose? The lower courts have so beclouded the crystal 
principle of the Clifford case that the result is doubtful. By all means, then, 
we must follow the new and gleaming beacon of the Tower doctrine. Such 
unashamed devotion to pragmatis:n is refreshing, because few tax administra- 
tors will own to it. I reserve the right, however, to dislike it. 

Mr. Alexandre’s syllogism seems to be the following: (1) A taxpayer 
may not deflect income by assigning his own earnings. (2) Income of a busi- 
ness managed by the taxpayer is the taxpayer’s earnings. (3) Therefore, a 
taxpayer may not deflect the income of his business by making a gift of an 
interest in the business. The major premise is clear: it is too late now to 
quarrel with Lucas v. Earl. The minor premise, however, is an unwarranted 
generalization. I assume that the proposal is meant to cover more than pure 
personal service businesses. Most businesses can not run without capital, 
which is another way of saying that capital is a material income producing 
factor. It is probably true, in most cases, that personal services are relatively 
more important in closely held businesses than in publicly owned businesses. 
But that fact does not justify the assumption that a closely held business 
creates only personal earnings. It seems perfectly clear, therefore, that Lucas 
v. Earl does not solve the problem. Moreover, I do not think that this is the 
rationale of the Tower case. 

As a matter of fact, I am not certain just what the Tower case did say, and 
I suspect that in this I am not far behind either Mr. Alexandre or Mr. Justice 
Black. The court apparently did not reject outright the principle that income 


1 Alexandre, The Corporate Counterpart of the Family Partnership (1947) 2 Tax 
L. Rev. 493. 
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from donated property is taxable to the donee. It merely carved a generous 
chunk out of that principle. Perhaps all the case did was to redefine “prop- 
erty”: for the purpose of this principle, “property” no longer includes an 
interest in a business. In other words, income from a donated business interest 
is now taxable to the donor. 

That, at any rate, seems to be the Tax Court’s present interpretation of the 
Tower rule in the Canfield case.? Let us assume that the husband’s sole pro- 
prietorship has a net worth of $15,000. He transfers $5,000 of his capital ac- 
count to his wife, and she contributes an additional $5,000 out of her own 
funds. The husband draws a $10,000 salary, and the partnership income in 
excess of that amount is divided equally. Let us now assume that, for the 
taxable year, the husband’s personal services produce exactly $10,000 income, 
and that the excess income attributable to capital is $4,000. The wife is en- 
titled to $2,000, but the Tax Court says that she may report only $1,000 as 
her income. Despite the fact that each dollar of capital has earned 20% dur- 
ing the year, the husband must report the 20% which was earned by that 
half of the wife’s capital which he gave her. 

If that is the rule, let us be honest about it. To prevent a special brand of 
tax avoidance, the courts have drawn an arbitrary line between different 
classes of income-producing property. Real estate, bonds, and stock (at least, 
stock of a publicly held corporation) are on one side of the line; a partner- 
ship interest is on the other. Perhaps Mr. Alexandre means to justify this 
line somewhat as follows: (1) Income of a closely held business is a mixed 
product of capital and personal services. (2) Whether or not personal ser- 
vices predominate, the two factors are so interwoven that they cannot be dis- 
entangled. (3) We must therefore choose between the Earl and Blair prin- 
ciples ; and, since the revenues must be protected, the choice is clear. 

If this were the only choice, I could accept the result. There is ample 
precedent, however, for an intermediate solution. Precisely this question has 
arisen in community property states, where the husband invests his money 
in, and renders service to, a sole proprietorship or a partnership. What part 
of the income from the business is reportable as community income? That 
part of the total income which is attributable to the separate capital of the 
husband is his own income, while that part which is attributable to his ser- 
vices is community income. The courts have not hesitated to make this allo- 
cation.’ In the family partnership case, we have the exact reverse of this 
problem, but the required technique is precisely the same. If we can allocate 
the income between capital and services, then the portion attributable to the 
wife’s share of capital should be taxed to her, whether that share was created 
by gift or by her own contribution. The solution may be a little clumsy, and 
it necessarily involves an estimate, but it is not the first kind of tax case in 


2Claire L. Canfield, 7 T.C. 135 (1946), om reconsideration, 7 T.C. 944 (1946). 

8 Clara B. Parker, 31 B.T.A. 644 (1934); J. Z. Todd, 3 T.C. 643 (1944) remanded 
153 F. (2d) 553 (C.C.A. 9th, 1945), on remand 7 T.C. 399 (1946) ; Lawrence Oliver, 
4 T.C. 684 (1945) ; Cecil v. Gray, CCH T.C. Dec. 14,672 (1945); cf. Shea v. Comm’r, 
81 F. (2d) 937 (C.C.A. 9th, 1936); Roy F. Wilcox, CCH T.C. Dec. 15,204 (1946). 
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which courts have been required to make an informed guess. Certainly that 
result seems preferable to an arbitrary rule whose only virtues are simplicity 
and more taxes.* 

Mr. Alexandre now proposes to extend the Tower rule to family corpora- 
tions. In other words, the definition of “property” is to be further contracted 
so that it excludes stock of a closely held corporation. If he would accept my 
analysis of the Tower case, I would find it difficult to combat his proposal. 
That is, if the partnership rule is essentially a matter of arbitrary definition, 
why is it not just as logical to draw that arbitrary line at some other point? 
The only answer, I suppose, is argument by reductio ad absurdum: by a 
continuous shifting of the line, we will eventually overrule the Blair principle 
through definition. 

But Mr. Alexandre states that the partnership rule is a logical extension of 
Lucas v. Earl, and that this extension applies with equal logic to the family 
corporation. For the moment I will concede his “personal services” theory 
of partnership income. His conclusion, however, is deceptively glib: if the 
husband-stockholder is responsible for the corporation’s income, then the divi- 
dends are taxable to him. Mr. Alexandre chooses to ignore the fact that the 
income, as it is earned, is the income of the corporation. If the income were 
really the husband’s, then the corporation would not be entitled to report 
it in the first instance, and the dividend question would not exist.® 

The point is that dividends are a kind of predigested income. It is more 
than a coincidence that the government has already taken a bite of that income 
in the form of a corporate income tax. The basic justification for corporate 
taxation, it seems to me, is that the income is earned by an entity whose exis- 
tence is as real as that of its stockholders. Will the government, under Mr. 
Alexandre’s theory, forego the corporate tax, on the theory that all of the 
income is the husband’s because he earned it? Or, to put a somewhat similar 
question, would the government consent to a corporate deduction equal to 
the entire net income, as “reasonable compensation” to the husband for his 
services? I doubt it. In fact, I can easily picture the government disallow- 
ing a part of the husband’s salary as “unreasonable,” and at the same time 
attempting to tax the entire dividend income to him because he had earned it. 

It is possible, of course, that the husband may vote himself an inadequate 
salary for his services. Perhaps he should be required in such a case to report 
a reasonable salary, in which event the corporation should receive a corre- 
sponding deduction and should treat the “constructive” salary as a capital 
contribution. This approach would probably require a specific statute, and I 


4 Even the virtue of simplicity may disappear in a case where the wife contributes part 
of her capital. Thus, in the Canfield case, the court was required to make the allocation 
between capital and services. Moreover, since the court felt constrained to make a sub- 
allocation of capital, the decision is considerably more complex than it would have been 
under the community income technique. 

5 See Groves v. Comm’r, 99 F. (2d) 179 (C.C.A. 4th, 1938); Thompson v. United 
States, 110 F. (2d) 585 (C.C.A. 5th, 1940); Comm’r v. Laughton, 113 F. (2d) 103 
(C.C.A. 9th, 1940); Clinton Davidson, 43 B.T.A. 576 (1941). 
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am not sure that the tax avoidance potentialities warrant such a complex de- 
vice. But, if Mr. Alexandre’s aim is to prevent circumvention of Lucas v. 
Earl, that is the way to do it. His own remedy is incongruous, because div- 
idend income is derived from ownership of corporate stock, not from personal 
services. So long as the wife is the true owner of the stock, her dividends 


are her income. 
—Mark H. JoxHNson * 


The Clifford Regulations—Supplemental Reply to Mr. Eisenstein. 
Since the preparation of my previous brief comment* on Mr. Eisenstein’s 
adverse criticism * of my article on the Treasury’s Clifford regulations,* the 
Treasury has proposed certain amendments to the regulations.* If the regu- 
lations are thus amended it is believed that the vast majority of trusts which 
were or might have been within the scope of the regulations in their original 
form will no longer be affected thereby. The particular amendments which 
bring about this result are: 

(1) The provision in paragraph (c) excluding from the category of trusts 
“with a reversionary interest after a relatively short term” those which are 
measured by the life of the income beneficiary ; 

(2) The modification under subparagraphs (d)(4) and (5) of the defini- 
tion of “some reasonably definite external standard”; and 

(3) The deletion from subparagraph (e) of the rebuttable presumption 
that a power of administrative control held by a person not a trustee is exer- 
cisable in a nonfiduciary capacity, coupled with the provision that such a 
power with respect to a diversified portfolio will be regarded as exercisable 
in a fiduciary capacity. 

The proposed amendments, however, do not attempt to change the basic 
scheme of the regulations, i.e., making taxability of income to the grantor 
depend on a single factor. As in the original regulations*® the cumulative 
weight of more than one factor is accorded significance in only one subpara- 
graph, namely, (c)(2). That subparagraph, however, deals with 15-year 


* Instructor in Taxation, New York University School of Law; Co-author of RABKIN 
& Jounson, Feprrat Income, Girr anp Estate Taxation; Faculty Editor, Tax Law 
REVIEW. 

1 (1947) 2 Tax L. Rev. 476. 

2The Clifford Regulations and the Heavenly City of Legislative Intention (1947) 
2 Tax L, Rev. 327. 

8 Reg. 111, Sec. 29.22(a)-21 and -22, promulgated December 29, 1945 in T.D. 5488. 

4 Published in 12 Fen. Rec. 560 (January 28, 1947). Some of these amendments are 
foreshadowed in Mr. Eisenstein’s article, op. cit. supra note 2 at 347 [trusts measured by 
life of income beneficiary]; id. at 360 [differentiation between various types of trustees 
holding certain powers of control over beneficial enjoyment—see proposed amendment 
to subparagraph (d)(5)]. 

5 Supra note 3. 
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trusts, a term which finds no support in judicial decisions,* and renders the 
income taxable to the grantor if he or his spouse without substantial adverse 
interest has a power of administrative control such as investment control 
even if such power is held by one of the couple as a trustee. It is submitted 
that if a grantor ought to be taxed on trust income solely by reason of the 
reservation of such a power that result should follow only if the power has 
been retained to serve his own interests rather than those of the beneficiaries. 
If retained for such a purpose it would seem that the income should be taxed 
to him regardless of the term of the trust. Under the new regulations, how- 
ever, even as proposed to be amended, a grantor is taxable regardless of his 
purpose if he has merely made himself co-trustee of a 15-year trust.’ Hence 
it appears that in the one instance where the Treasury has included more 
than one factor as a test of taxability, it has framed a regulation which seems 
to call for an unjustifiable result. 

Mr. Eisenstein has taken me to task for deserting the “single factor phi- 
losophy” which he strongly intimates * I advocated in an earlier article written 
in 1941.° In that article, after reviewing the Clifford decision itself, I adverted 
to certain statements made by the Supreme Court in later decisions, such as 
Helvering v. Fuller?® and Harrison v. Schaffner,* which indicated that the 
Court was suggesting that taxability of trust income to the grantor under 
the substantial ownership concept might be predicated on something less than 
retention of the bundle of rights discussed at some length in the Clifford de- 
cision, possibly on the existence of merely a single factor. The lower courts, 
however, did not ultimately so interpret this indication, and as a ground for 
decision continued to look to the bundle of rights, and not to any single factor. 

Mr. Eisenstein makes the erroneous assertion that in my earlier paper I 
“emphasized that under Harrison v. Schaffner the income of any short term 
trust is taxable to the donor.” ** What I said was: 


. in Harrison v. Schaffner the Supreme Court referred to the Clifford 
case as determining taxability to the donor of income which he ‘gives away 
through the medium of a short-term trust created for the benefit of the donee,’ 
i.¢., apparently, any donee.** (Italics as in original text.) 


This language occurs in a section of my earlier article headed “Identity of 
the Beneficiaries.” ** I made no reference to the Schaffner case when dis- 


6 Pavenstedt, The Treasury Legislates: The Distortion of the Clifford Rule (1946) 
2 Tax L. Rev. 7, 16. 

7 Id., at 10. 

8 See, e.g. Eisenstein, op. cit. supra note 2 at 350, 381. 

® Pavenstedt, The Broadened Scope of Section 22(a): The Evolution of the Clifford 
Doctrine (1941) 51 Yate L. J. 213. 

10 310 U.S. 69 (1940). 

11 312 U.S. 579 (1941). Due attention was also paid to the interesting theory ad- 
vanced by the Circuit Court of Appeals for the Second Circuit in Commissioner v. Buck, 
120 F. (2d) 775 (1941). 

12 Eisenstein, op. cit. supra note 2 at 350. 
18 Pavenstedt, op. cit. supra note 9 at 230. 
14 Jd. at 228-230. 
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cussing “Length of Term” ** as a factor in cases dealing with Clifford type 
trusts. Mr. Eisenstein in his discussion of the Treasury’s authority for adopt- 
ing a 10-year term for trusts emphasizes my earlier prediction that the Su- 
preme Court would under the Schaffner rule deem a 10-year assignment of 
income taxable to the assignor,’® but he conveniently omits quotation from 
my earlier article of the following very specific expression of opinion with 
respect to a 10-year trust: 


A (the settlor) has reserved no powers of any kind and a term of ten years 
is hardly of such short duration as to call for the conclusion, in the words of 
the Buck case, that ‘the control factor is sufficiently present.’ Indeed, the 
Second Circuit has recently so held in Commissioner v. Jonas (citation 
omitted). Therefore, the Clifford rule would hardly be applicable to him."* 
(Italics supplied.) 

It is, however, true that one lower court in the first instance interpreted 

the language in the Schaffner case summarizing the Clifford decision in the 
sense which Mr. Eisenstein erroneously attributes to me. In Commissioner v. 
Central Nat. Bank of Cleveland ** decided about a month after the Schaffner 
case, the Circuit Court of Appeals for the Sixth Circuit when remanding the 
case to the Board of Tax Appeals for rehearing in the light of the Clifford 
case stated : 
. . - Nor had the Board then the guidance of the clear-cut statement very re- 
cently made in Harrison, Collector v. Schaffner, March 31, 1941, 61 S.Ct. 759, 
762, 85 L. Ed. 1055, to the effect that ‘income which the donor gives away 
through the medium of a short term trust created for the benefit of the donee is 
nevertheless income taxable to the donor.’ 

Here, the trusts were operative for short terms, at the expiration of which 
the trust properties were to be returned to the creator of the trusts, if then 
living. Furthermore, the cestui qui trustent to whom the income was made 
payable were the wife and children of the settlor. Detailed discussion of the 
provisions of the trust indentures is needless, in view of the course which we 
are constrained to pursue.*® 

Thereupon the Board *° held that the income of the trust was taxable to 
the grantor within the meaning of Section 22(a) as construed in the Clifford 
case. It did not mention the Schaffner case but, in discussing the 22(a) ques- 
tion referred to the length of the trusts, which were terminable at the end of 
34 years if the grantor lived, and also to the fact that the beneficiaries, al- 
though adults, were members of the grantor’s family. 

When the case again went up on appeal, the Circuit Court of Appeals modi- 
fied the decision of the Board stating : 

Short term trusts, whether within the family group or without it, are doubt- 
less suspect, for control of the corpus will, within a short time, revert to the 
grantor. So if accompanied by substantial control of corpus and income, with 


15 Id. at 222-225. 

16 Eisenstein, op. cit. supra note 2 at 351. 

17 Pavenstedt, op. cit. supra note 9 at 247, n. 171. 

18119 F. (2d) 470 (C.C.A. 6th, 1941). 

19 Jd. at 471. 

20 Sub. nom. Est. of W. G. Wilson, 1943 P-H T.C. Mem. Dec. { 43,058. 
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beneficiaries within an intimate family group, it may well be said, as in the 
Clifford case, that ‘we have at best a temporary reallocation of income.’ We 
do not understand, however, that every short term trust necessarily, without 
more, comes within the Clifford doctrine, . . . ** (Italics supplied.) 


The opinion in the second Central National Bank case discusses the ques- 
tion of length of term in some detail and, it is submitted, is a fair illustration 
of the approach which the courts have generally taken with respect to this 
factor.?* 

To summarize the reasons for rejecting regulations based on isolated 
factors : 

No case has been found in which brevity of term alone caused application 
of the Clifford rule. Mr. Eisenstein himself has been obliged to concede that 
no case taxes a grantor solely because of a power to shift income from a cur- 
rent beneficiary to a successor through a process of accumulation.** And a 
power of administrative control such as direction of investments and reinvest- 
ments, or voting of stock, or substitution of corpus of equivalent value, stand- 
ing by itself had not prior to the promulgation of T.D. 5488 (and it is be- 
lieved not since that date) resulted in any decision taxing income to the 
grantor. 

If Mr. Eisenstein wishes to charge me with being a poor prophet on the 
ground that my earlier surmises ** concerning taxability based on some single 
factor have not come true, he may have a valid point. But that charge has 
no bearing on an inquiry, such as I attempted in my recent article,” testing 
the propriety of the new regulations with reference to their lack of harmony 
with the Clifford rule as that rule was stated in the Clifford decision itself 
and as it has in fact developed in a large number of lower court decisions. 
The Tax Court very recently restated the rule as follows: 


. . . the immediate question presented is whether the allocation of such 
income to family members other than himself effected any substantial change 
in petitioner’s rights of enjoyment of the property forming the corpora of the 
trusts. As has been repeatedly said, the issue will be determined not by 
whether petitioner retained some particular right over the property, but 
whether the bundle, or aggregate, of his retained rights plus the indirect bene- 
fits from the operation of the trusts constitute ‘a fair equivalent of what he 
previously had.’ ** (Italics supplied.) 


Mr. Eisenstein concedes that the regulations “generally predicate liability 
on isolated factors” ** and claims that this was necessary to minimize litiga- 


21141 F, (2d) 352 (C.C.A. 6th, 1944) one judge dissenting. 

22 The Board of Tax Appeals early in 1942 in Mary Louise Bok, 46 B.T.A. 678, 680- 
681, adopted the same view stating that it did not agree with the Commissioner’s theory 
which “in the last analysis ... would require that the income of every short term 
trust be taxed to the grantor of the trust, irrespective of the purpose for which the 
trust was created or the result effected.” 

23 Eisenstein, op. cit. supra note 2 at 364-5, n. 206. 

24 Pavenstedt, op. cit, supra note 9, at p. 249. 

25 Pavenstedt, op. cit, supra note 6. 

26 Nate S. Shapero, 8 T.C., No. 11 (Jan. 27, 1947). 

27 Eisenstein, op. cit. supra note 2, at 377. 
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tion. It is again submitted that regulations which take this approach—and it 
seems unreasonable to assume that this is the only possible approach **—do 
violence to the philosophy of the Clifford case and therefore cannot reasonably 
be expected to minimize litigation.” 

Mr. Eisenstein imputes other things to me without any justification. In 
my recent article I discussed many court decisions which are not in harmony 
with the new regulations as originally promulgated. I also cited as an earlier 
example of administrative legislation a Treasury ruling relating to pension 
trusts which, in the opinion of Senator Taft, was contrary to the intent of 
Congress.*° These are objective statements of fact and were presented as 
such. Mr. Eisenstein in commenting on them asserts that I am “unduly sym- 
pathetic” to the settlor in the Bok case,** strongly implies that I have “marked 
sympathy” for the grantor who qua grantor retains control over closely held 
stock or a dominant equity interest,** surmises that in cases where a grantor 
retains managerial powers I “may strongly prefer a conclusive presumption 
in favor of a fiduciary purpose” ** and claims that I have “sympathy for mis- 
treated pension trusts.” ** Such wholly unwarranted charges smack of “smear 
technique.” *° 

Again, in connection with my comparison of the five excepted powers in 
paragraph (d) of the new regulations with a number of court decisions, he 


28 See T.D. 4629, Par. (4) (XV-1 Cum. Butt., 140, 141), amending Article 166-1 of 
Regulations 86, listing certain facts which are “among the material factors” in deter- 
mining whether the grantor is in substance the owner of the corpus. It is submitted 
that regulations, in order to be in harmony with the philosophy of the Clifford case, 
should follow this earlier approach which the Treasury has unhappily abandoned in the 
new regulations. 

29 It should, however, be noted that in a recently promulgated Memorandum Sur Order 
on the Petition for Rehearing in Estate of Louis Stockstrom, 7 T.C. 251, the Tax Court 
stated that it was not its intention in that opinion “to condemn as invalid or improper 
the amended regulations as a whole, or to indicate any view that the amended regula- 
tions are ultra vires the Commissioner of Internal Revenue.” See 1947 P-H { 74,271. 
The term “amended” clearly refers to the amendments made by T.D. 5488 and not to 
the proposed amendments recently published in the Federal Register, supra, note 4. 

80 Pavenstedt, op. cit. supra note 6, at 37, n. 110. 

81 Eisenstein, op. cit. supra note 2, at 362. 

82 Jd. at 382. 

38 Td. at 379, 

34 Jd. at 339, n. 65. 

85 Another example of this deplorable technique may be found in the evident impli- 
cation that in my recent article, in contrast to the earlier one, I dismiss statements of 
the Supreme Court as “paltry dictum.” Jd., at 380, n. 274; 349, n. 118. It may be pointed 
out that in the earlier article I characterized as dictum or remarks any part of a 
Supreme Court opinion which was, in my opinion, properly to be so characterized. 
Pavenstedt, op. cit. supra note 9 at 219, 220, 224-225. A further example of “smear 
technique”—in this instance used to discredit a writer’s reliability by innuendo—is the 
statement: “Here Mr. Pavenstedt was quoting a ‘reported utterance’ of Judge Learned 
Hand, made in reference to Helvering v. Gregory, (citation omitted).” Eistenstein, 
op cit. supra note 2 at 330, n. 20. Mr. Eisenstein omits, however, my supporting refer- 
ence to RANDOLPH PaAuL, StupiEs IN FEepERAL TAXATION, THIRD Sgries. See Paven- 
stedt, op. cit. supra note 9 at 218, n. 23. 
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professes to be struck with wonder because I have “endorsed legislative pro- 
posals which regard the exceptions as too generous.” ** Assuming for the 
sake of argument that I have endorsed the proposals to which Mr. Eisenstein 
refers, it is submitted that in the first place the proposal to which Mr. Eisen- 
stein refers and which he sets forth in a footnote,** deals only with powers 
reserved by a grantor as such and, therefore, differs radically from the basic 
provision of paragraph (d) of the new regulations which contains no such 
limitation. But secondly, and of far greater importance, it should be obvious 
that the nature of any legislative recommendation which any one may ven- 
ture to make has absolutely nothing to do with the question whether the new 
Clifford regulations are substantially in conformity with, or contrary to, the 
decisions of the courts applying the rule of that case. 

Mr. Eisenstein further informs his readers ** that I seem to realize that in 
paragraph (e) “the regulations specifically enumerate the four circumstances 
under which ‘administrative control is exercisable primarily for the benefit of 
the grantor.’” (Italics supplied.) The statement to which he refers is not 
fairly susceptible of such interpretation. There is no reason to assume that 
the various situations listed in subparagraphs (1) to (4) of paragraph (e) 
are intended to represent an exclusive list of the situations in which admin- 
istrative control is exercisable primarily for the benefit of the grantor. 

The rather cavalier dismissal of the perplexities which confronted grantors 
under the original regulations *® seems unwarranted. The remedies which 
Mr. Eisenstein suggests are clumsy at best and in many cases unavailable. 
For example, a grantor who, with reservation of investment control, had 
created a trust in New York for his parents, each of whom had an expectancy 
of less than fifteen years, would have been helpless in view of the statutory 
limit of two measuring lives. Furthermore, there are any number of trust 
instruments under which a grantor has reserved investment control which 
contain no provision stating in whom this control is lodged in the event of 
its release by the grantor, a contingency not contemplated when the trusts 
were drafted. So also, there are cases in which there is grave doubt whether 
a power may or may not be an imperative power in trust and hence not re- 
leasable under New York law.*° It would serve no useful purpose to labor 
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86 Eisenstein, op. cit. supra note 2 at 369. 

87 Ibid. n. 227. 

88 Op. cit. supra note 2 at 374. 

39 Td. at 386-7. 

40 An example of such a power is one limiting a trustee’s investment control to trans- 
actions approved by the grantor. Before publication of the proposed amendments to the 
regulations, it was impossible, even in the case of a well diversified portfolio, for counsel 
to give a grantor absolute assurance that the Bureau might not take the position that 
he had failed to meet the burden of rebutting the presumption set forth particularly in 
connection with paragraph (e) (4). If such a grantor in order to avoid any possibility 
of a contest with the Treasury decided to relinquish the power, he might be told by 
counsel for the trustee that an attempted release of the power would be invalid on the 
theory that a beneficiary might successfully invoke the intervention of a court of equity 
if a grantor rejected numerous proposals by a trustee to invest a large cash balance 
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this point since the proposed amendments to the regulations have made al- 
most all of these questions academic. However, the dilemma in which many 
a grantor found himself when approaching the December 31, 1946 deadline 
laid down in Mimeograph 6071 ** was very real. The proposed amendments 
to the regulations resolved the vast majority of these problems. It is, there- 
fore, most regrettable that the Treasury did not see fit to extend the deadline 
to the March 15, 1947 return date. 

Mr. Eisenstein asserts ** that I misstated the Government’s argument in 
Helvering v. Stuart * by referring to 


its (the Supreme Court’s) discussion of the Commissioner’s contention that 
the trustee’s power to accumulate was sufficient to require income of the trust 
to be taxed to the grantor.** 


The Court itself in this opinion when discussing this power put the question : 
“Is this alone sufficient to make the income of the trusts taxable to the set- 
tlors?” ** The Government in its brief in the John Stuart case ** listed other 
facts which it deemed relevant to the consideration of the grantor’s substantial 
ownership. Its representatives, however, must have been aware of the fact, 
which the Court pointed out,** that none of these matters were properly before 
the Court since the Board of Tax Appeals had made no finding of fact regarding 
the grantor’s retained control. For this reason and because of the above quoted 
language of the Court, it seems clear that the contention to which I referred, 
which was the only one that could be passed on by the Court, was also the 
only one that was seriously urged upon it, for the purpose other than to ob- 
tain a remand for further proceedings before the Board of Tax Appeals. 

Mr. Eisenstein thinks my analysis of the effect of the new regulations on 
the situation presented in the Phipps case ** erroneous on the ground that the 
provisions of paragraph (d) do not apply to any person having a substantial 
adverse interest.*® This is a tenable contention. On the other hand, the fifth 
excepted power in the regulations in their original form was limited to a 
power “exercisable exclusively by a trustee other than the grantor or spouse 
living with the grantor.” It seems implicit under this language that a trustee 
such as Mrs. Phipps, who is also a spouse living with the grantor, is outside 


accumulated by reason of the redemption of some of the trust’s holdings. For this 
reason the power would be deemed an imperative power in trust and hence non-releasable 
under § 183 of the Personal Property Law of the State of New York. 

41In this ruling the Bureau announced a policy not to assert liability of the grantor 
under Treasury Decision 5488 for any part of 1946 if his control over the trust was 
terminated at any time during 1946. 

42 Op. cit. supra note 2 at 364, n. 205. 

48 317 U.S. 154 (1942). 

44 Pavenstedt, op. cit. supra note 6, at 20. 

45 Supra note 41, at 168. 

46 Brief for Petitioner, Helvering v. John Stuart, No. 48, October Term 1942, pp. 
31-32. 

47 Supra note 41, at 169. 

48137 F. (2d) 141 (C.C.A. 2d, 1943). 

49 Op. cit. supra note 2 at 367, n. 218, 
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of the scope of the exception. Furthermore, with due deference to the views 
of Judge Frank,®° the question whether Mrs. Phipps had a substantial ad- 
verse interest does not seem free from doubt. The Tax Court thought that 
she did not have such an interest.5* The government has itself upon occasion 
contended that “It is difficult to imagine that a mother would consider her- 
self adverse to a distribution of money for support of her children.” *? Finally, 
the circumstance that Mrs. Phipps, if she had a substantial adverse interest, 
held as trustee the power which would enable her to benefit adversely to her 
children, presents a possible anomaly, since exercise of such a power in a 
fiduciary capacity, 1.e., primarily in the interests of the beneficiaries, would 
seem to demand exercise primarily in the interest of the beneficiaries other 
than herself. Furthermore, her purported adverse interest was limited by the 
necessity of obtaining consent of her co-trustee who was, in effect, the grantor. 
Taking all these aspects into consideration, it is submitted that my interpre- 
tation of the effect of the new regulations on the Phipps case is not as clearly 
or certainly erroneous as Mr. Eisenstein believes. 

Mr. Eisenstein’s charge that “an erroneous impression is given that a 
grantor is necessarily taxable under the regulations if he retains a power to 
direct investments” ** seems unjustified as the sentence to which this impres- 
sion is attributed is supplied with a footnote calling attention to the fact that 
“under subsection (e) of the new regulations there is a presumption that 
retention of this one power renders the income taxable to the grantor.” ** 

The charge that in the reference to Emma B. Maloy © I “inexplicably em- 
phasized” the Board’s failure to discuss “whether the (grantor’s) power was 
held in a fiduciary or beneficial capacity” is based on Mr. Eisenstein’s asser- 
tion that the decision in that case “rested largely on the fiduciary character 
of the grantor’s authority.” °* The facts do not support this characteriza- 
tion of the Board’s decision. The St. Louis Union Trust Company was trus- 
tee (or co-trustee) of each of the three trusts created by Mrs. Maloy. She 
as grantor reserved investment control. The Board held that the income of 
the trusts was not taxable to her under Section 22(a) because 





This one power to direct investments which petitioner retained constituted 
no such ‘bundle of rights’ as the Court in the Clifford case held to be a sub- 
stantial retention of the benefits of ownership.*’ 


The Commissioner also sought to tax all of the income, including capital gains, 
to Mrs. Maloy under the provisions of Section 166 on the theory that the 


50 Supra note 46 at 144. 

51 Howard Phipps, 47 B.T.A. 357, 366-368 (1942). 

52 Brief for Petitioner, Helvering v. R. Douglas Stuart, No. 49, October Term 1942, 
p. 12. 

58 Op. cit. supra note 2 at 377, n. 262. 

54 The proposed amendments to the regulations, referred to supra, have dropped this 
presumption. 

55 45 B.T.A. 1104 (1941) ; see Pavenstedt, op. cit. supra note 6 at 10, n. 17. 

56 Op. cit. supra note 2 at 382, n. 287. 

57 Supra note 53 at 1110. 
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provision under which she as grantor retained investment control was “so 
broad as to reserve to petitioner the right to revest in herself the corpus of 
each trust by requiring the trustee to convey such corpus to her for a nominal 
consideration.” ** In rejecting this contention the Board stated that this pro- 
vision could not be so construed “without a disregard of the cardinal duty 
of the trustee to safeguard and conserve the corpora of these trusts in the 
interest of both the life tenant and the remaindermen.” ** There is here no 
reference to the capacity in which the grantor held the power, but only to the 
duty of the corporate trustee. The Board then compared the situation in the 
Maloy case to the closely similar one presented in Christopher L. Ward ® 
and quoted an excerpt from that case in which it had stated that any exercise 
of a power of investment control to the detriment of the beneficiaries would 
be subject to restraint by a court of equity. The Board also cited John P. 
Wilson™ as following the Ward case with respect to Section 166. In the 
Wilson case, however, no investment control was reserved by the grantor; 
the trustees merely asked his advice. 

Under these circumstances it is submitted that the Board’s decision in the 
Maloy case did not rest “largely on the fiduciary character of the gran- 
tor’s authority.” °? In the part of the opinion dealing with Section 22(a) it 
was not mentioned at all; and in the part dealing with Section 166 the first 
and principal ground for decision was based on the fiduciary character of the 
trustee’s function, not on that of the grantor. 

In support of a claim of incomplete analysis of the cases ** Mr. Eisenstein 
charges me ** with “snubbing” three Tax Court opinions because they “re- 
gard a short term as a mere assignment of income, so that the relationship 
between grantor and beneficiary is immaterial.” As a matter of fact these 
three cases all deal with trusts created for close relatives and decision in 
each of them went against the Commissioner. It is submitted that decisions 
rather than dicta are a proper yardstick when seeking to determine the validity 
of new regulations. 

As stated at the beginning of this paper,®* the proposed amendments to the 
regulations eliminate those provisions which would unreasonably affect a very 
large majority of those grantors who had no purpose of tax avoidance. To 
that extent the amendments, of course, are a welcome relief. But these 
amendments do not remove the basic reason for the difference of opinion 
which exists between Mr. Eisenstein and myself. He favors a system under 
which administrative discretion is virtually unlimited,** tempered only by the 


58 Jd, at 1108. 

59 Jbid. 

60 40 B.T.A. 225 (1939). 

61 42 B.T.A. 1260 (1940). 

62 Supra note 54. 

68 Fisenstein, op. cit. supra note 2 at 349. 
64 Jd. at 349, n. 118. 

85 Supra note 4. 

86 Eisenstein, op. cit. supra note 2 at 343-4. 
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occasional exercise of “administrative generosity” ®’ or “administrative com- 
passion.” ** It is submitted that the regulatory power of the Treasury ought 
not to be permitted to roam to the extent of fixing rules which go beyond or 
are contrary to the sanction of statutes and a large number of judicial deci- 
sions. After all, a realist should not close his eyes to the fact that the Treasury 
is a prospective litigant in questions involving the scope of the Clifford deci- 
sion. Traditional concepts of fairness demand that the rules governing such 
contests should be fixed by a disinterested umpire—Congress or the courts— 
and not by one of the parties which arrogates unto itself the power of pro- 
claiming rules in many respects far more stringent than any such umpire has 
countenanced.® 

Fortunately enactment of the Administrative Procedure Act,’° which, 
broadly speaking, prescribes publication in the Federal Register of proposed 
regulations and a period for scrutiny and comment by the public, has in all 
probability removed the danger of a recurrence of the promulgation of such 
administrative legislation as was presented in T.D. 5488. If that Act had 
been in effect late in 1945, Mr. Eisenstein and I would have saved much 
time, paper and printer’s ink. 





—EpmuNpD W. PAVENSTEDT 


The Clifford Regulations—A Postscript. For some reason Mr. Paven- 
stedt has stayed away from the really basic issues involved in the Clifford 
regulations. These issues converge on a simple question: Must the regu- 
lations conform to the lower court opinions, which presumably rest on all the 
circumstances of the individual case, although the Supreme Court has indi- 
cated otherwise? As for the details on which differences persist, the refer- 
ences have already been given and there is no need to explore anew the same 
ground. However, at this point a new reference—the Tax Court’s third 
opinion in Estate of Louis Stockstrom ‘—should be emphasized for the illu- 
mination it sheds on Mr. Pavenstedt’s reading of the second opinion. As 
Judge Kern intimates, in the absence of Mr. Pavenstedt’s interpretation of 
the second opinion, the third opinion would never have been written. 

—Louis EIsENsTEIN 


87 Jd, at 362. 

68 Td. at 388, n. 311. 

69 Mr. Eisenstein has no doubt of the drastic effect of the new regulations. It is his 
view that as a result of their promulgation “the Tax Court’s jurisdiction over the deter- 
mination of substantial ownership is drastically curtailed” and that issues concerning 
this concept have been removed “from the domain of ‘fact’ to the domain of ‘law’.” Id, at 
334, n. 39. 

70§4, Public Law 404, 79th Congress, approved June 11, 1946; c. 324, 60 Stat. 237. 

18 P-H (1947) ¥ 74,271. 
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Investors Tax PLANNING: A 
GumpE To Tax SAVINGS FOR THE 
Famity Group. By JOHN P. ALLI- 
son. New York: Fallon Law Book 
Company; Albany: Matthew Bender 
& Company, 1946. Pp. xvi, 422. 
$5.00. 


Mr. Allison’s book, which in view 
of both content and format might 
more accurately be termed a manual, 
represents something of a new de- 
velopment in the literature of Federal 
taxation. It may best be described as 
an upper bracket version of the fa- 
miliar publications designed to assist 
Everyman in computing his income 
tax. As such, its primary function is 
to explain in as simple a fashion as 
possible the many and often complex 
areas of the tax law which are the 
special concern of those who must 
be tax-conscious about their invest- 
ments and the consequences of success 
or failure in conducting them. 

These are the areas in the tax field 
where all the paraphernalia of income 
tax simplification, such as withhold- 
ing taxes, standard deductions, Sup- 
plement T tax tables and other de- 
vices have not offered, and it seems 
clear cannot offer, much in the way 
of assistance. The author has at- 
tempted, with an encouraging mea- 
sure of success, to describe the trails 
and landmarks of this difficult terrain 
in terms that may be understood by 
the interested layman and also serve 
as guides to those professional ad- 
visers who have attained their great- 
est sophistication in fields other than 
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taxation. For both these classes of 
persons, and to some extent for many 
so-called tax experts, the book should 
provide useful suggestions and warn- 
ings with regard to the tax effects of 
a great variety of investment trans- 
actions and operations. 

His ambitious project has led Mr. 
Allison through much of the indi- 
vidual income tax structure, parts of 
the corporate tax field and into the 
estate and gift taxes. As might be 
expected, the major portion of the 
book, which is also the most success- 
ful, is devoted to the treatment of 
gains and losses from sales or ex- 
changes of securities and other prop- 
erty. Separate chapters are, however, 
devoted to what are, given the limi- 
tations of space, surprisingly compre- 
hensive statements of the more im- 
portant rules in regard to such topics 
as interest income, dividends, rents 
and deductions, and to more general 
surveys of life insurance and annui- 
ties, the use of the corporate form 
for investment, and inter vivos family 
transfers under the estate, gift and 
income taxes. 

To embrace so much material in 
so limited a space has required an 
economy of discussion and a minimum 
of theory or analysis. Considering 
the main purpose of the book, this is 
probably on the whole a desirable 
limitation, which becomes apparent as 
a weakness chiefly where problems 
involving complicated issues of mixed 
law and fact are involved or where 
questions remain unsettled due to con- 
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flicts of authority or for other rea- 
sons. Citations of authority and 
other reference materials have been 
consigned to brief footnotes at the end 
of each chapter. By frequent cross- 
references duplication of discussion 
applicable to two or more topics has 
been to a large extent avoided. 

One noticeable feature is the fre- 
quent reliance upon unpublished let- 
ter rulings of the Bureau of Internal 
Revenue as authorities. The limi- 
tations on the value or use of such 
rulings as precedents or guides are ap- 
parent. The Bureau of Internal Reve- 
nue has long followed a policy of mak- 
ing public such of its rulings as it 
deems to be of general interest, either 
through the Internal Revenue Bulle- 
tin or by other means. Rulings of 
limited application which are con- 
sidered to be in some degree depen- 
dent on particular or special com- 
binations of circumstances or facts, 
and which therefore might prove 
misleading or of little value to the 
general public, are generally not pub- 
lished. This policy has proved suffi- 
ciently in harmony with the publicity 
provisions of section 3 of the new 
Administrative Procedure Act? that 
little change in practice appears to 
have been made necessary as the re- 
sult of its enactment. Nevertheless, 
if due caution is exercised in evalu- 
ating and appraising unpublished rul- 
ings and their limitations, they may 


1 It is interesting to compare the different 
methods of treatment of tax problems in a 
somewhat similar context in the pamphlet 
series “Current Problems in Federal Tax- 
ation” (1945) and “Fundamentals of Fed- 
eral Taxation” (Revised, 1946), published 
by the Practising Law Institute. 

2P.L. 404 (79th Congress) approved 
June 11, 1946. 
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in many instances serve to indicate 
almost as well as a formal published 
ruling, how the Bureau is likely to 
view a technical matter. 

As has been indicated, the most 
successful treatment has been made 
of the income tax effects of securities 
transactions. Mr. Allison here ex- 
hibits a wealth of knowledge, particu- 
larly in respect to the more technical 
and complex aspects of the market 
operations of traders, dealers and ac- 
tive investors. He demonstrates in 
some detail the dangers that lie in 
failure to acquire sufficient tax sophis- 
tication before engaging in frequent 
purchases and sales of securities, and 
also the tax rewards that may be ob- 
tained by a skillful manipulation of 
the capital gain and loss provisions. 
The use of simultaneous long and 
short positions, the purchase or sale 
of “puts” or “calls” as devices for 
translating short term gains into long 
term gains, and related topics, are 
discussed at some length. So too are 
such matters as the possibilities for 
advaritageously realizing both long 
term gain and short term loss, for 
example through the purchase and 
sale of “when-issued” security con- 
tracts. 

All of this bears eloquent testimony 
to the broad impact of the provisions 
of the Code which limit recognition 
of long term gains and impose a maxi- 
mum effective tax rate of 25%, as 
compared with the much higher sur- 
tax rates which may apply to ordinary 
income. While the problems of tax 
policy inherent in this subject are out- 
side the scope of the work being re- 
viewed, the discussion inevitably sug- 
gests the need for legislative revision. 
Most of us might agree that artifici- 
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alities and avoidance devices by which 
large amounts of what is essentially 
ordinary income may be earned at 
relatively little tax cost are not com- 
patible with the long-run equity re- 
quirements of a progressive income 
tax, designed to serve as the major 
source of Federal revenue. The 
means for eliminating these devices, 
however, at least within the general 
framework of the present concept of 
capital gains, are not easily to be 
found. Lengthening of the present 
ridiculously short six months holding 
period to a year might be of some 
limited assistance, and a two-year 
period would materially ease the prob- 
lems. Improvement might also result 
in some areas if capital gains and 
losses were to be fully offset against 
each other before the non-recognition 
provisions are applied. The manipu- 
lation of simultaneous short and long 
positions could probably be dealt with 
specifically, although narrowly limited 
solutions have a way of merely shift- 
ing problems to new arenas, at the 
expense only of a little added tax- 
payer ingenuity. In any event, the 
problems appear to be of sufficient 
importance to merit close considera- 
tion of possible legislative solutions 
in anticipation of broad scale techni- 
cal revision of the income tax struc- 
ture at some not too distant time. 
Not all portions of the book are as 
fully detailed, or as successful, as the 
chapters on capital gains and losses. 
Necessarily, the scope of the discus- 
sion does not permit as full treatment 
of all the subjects handled. However, 
in its principal function as a guide to 
the non-expert, the book does adeptly 
point out, on the one hand, the chief 
advantages and, on the other, the pit- 
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falls for the unwary, in many typical 
transactions. The chapters on such 
subjects as endowments, annuities and 
life insurance and on intra-family 
transfers are for the most part only 
general surveys of the principal fac- 
tors making possible favorable in- 
come, estate, and gift tax arrange- 
ments in those areas. Nevertheless, 
if viewed as being merely suggestive 
of possibly profitable lines of inquiry 
such discussion can serve a useful tax- 
payer purpose. Mr. Allison has him- 
self been careful, in several places, to 
note the limitations inherent in the 
brief discussion of these topics. 

A minor concluding word of warn- 
ing appears to be in order in apprais- 
ing a book of this type. As a com- 
modity it is perishable. Portions of 
it may become quickly outdated as a 
more analytical work with different 
purposes and emphasis does not. Al- 
ready, in the months that have elapsed 
since its publication, it has become 
necessary to modify in several places 
the statements of applicable rules. 
Thus, for example, the author refers * 
to the rule that the proceeds of the 
sale of a “put” or “call” are ordinary 
income in the year received and do 
not reduce the cost of stock “put,” or 
increase the price of stock “called.” * 
The Bureau has since reconsidered 
this ruling and now holds that if 
the option is not exercised, the pro- 
ceeds are a short term capital gain 
in the year when the option expires, 
or, if exercised, the amount received 
by the seller reduces the basis of the 
securities involved.® Similarly, the 


discussion with respect to simultane- 


3 At p. 194. 
*1.T. 3681, 1944 Cum. Butt. 64. 
5 1.T. 3835, 1947 Cum. Butt., No. 2, p. 4. 
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ous operations as dealer and trader ° 
should be modified to reflect a subse- 
quent Bureau ruling indicating that 
a dealer may not be an investor in a 
security of a type in which he also 
ordinarily deals.’ Again, a discus- 
sion and example*® with respect to 
simultaneous sales and purchases of 
identical securities by husband and 
wife would probably be modified as 
the result of the Circuit Court deci- 
sions in the Kohn ® and McWilliams * 
cases, which entirely upset the previ- 
ous weight of authority. Such in- 
stances will multiply as new rulings 
and regulations appear and as the 


6 At p. 213. 

TI.T. 3828, 1946 Cum. Butt., No. 25, 
p. 3. 

8 At p. 187. 

®Comm’r v. Kohn, 158 F. (2d) 32 
(C.C.A,. 4th, 1946). 

10Comm’r v. McWilliams, (C.C.A. 6th, 
Dec. 2, 1946) 1946 CCH { 9404. 
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courts, particularly the Supreme 
Court, continue to grind out what 
seems to be an ever-increasing volume 
of tax decisions. However, such 
demonstrations of the fluidity of the 
tax law are minor in relation to the 
whole and should not detract from the 
fact that Mr. Allison’s book, sensibly 
used, is a practical and, considering 
the subject, an easily understood 
guide for the tax-conscious investor. 

—ApriAn W. DeEWInp * 


11 On the horizon already are such im- 
portant items as proposed amended regu- 
lations dealing with the Clifford problem 
(12 F.R. 560), and pending decisions of the 
Supreme Court in such significant cases as 
Bazley v. Comm’r, 155 F. (2d) 237 (C.C.A. 
3rd, 1946), cert. granted Oct. 14, 1946; 
Adams v. Comm’r, 155 F. (2d) 246 (C.C.A. 
3rd, 1946), cert. granted Oct. 14, 1946; 
Comm’r v. Crane, 153 F. (2d) 504 (C.C.A. 
2d, 1946), cert. granted April 29, 1946. 

* Assistant Tax Legislative Counsel, U.S. 
Treasury Department. 
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